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INYESTIGATION OF CONCENTRATION OF ECONOMIC POWER

TUESDAY, MAY 16, 1939

United! States Senate,
Temporary National Economic Committee,

Washington^ D. G.

The committee met at 11:20 a. m., pursuant to adjournment on
Friday, May 12, 1939. in the Caucus Room, Senate Office Building,

Senator Joseph C. O'Mahoney presiding.

Present: Senators O'Mahoney (chairman) and King; Representa-

tives Reece and Williams; Messrs. Henderson, O'Connell, Lubin,

Frank, Hinrichs, Patterson, and Brackett.

Present also: Representatives James M. Barnes, of Illinois; Com-
missioner Ed^Yard C. Eicher, Securities and Exchange Commission;
AVillard L. Thorp, Department of Commerce; Joseph Borkin, Depart-
ment of Justice; Thomas Blaisdell, Securities and Exchange Commis-
sion; Peter R. Nehemkis, Jr., special counsel. Investment Banking
Section, Securities and Exchange Commission ; and Joseph R. Kelley,

associate counsel. Investment Banking Section. S curilios and Ex-
change Commission.
The Chairman. The committee will please come to order. Today

we begin the presentation of the study of investment and savings by
the Securities and Exchange Commission. Sometimes I think that

this may indeed prove to be the most important of all the studies

which have been undertaken under the sponsorship of this com-
mittee. Production, employment, and investment are all indissolubly

bound together. I suppose it will be remembered that wdien Presi-

dent Roosevelt sent his message to Congress in April 1938, recom-
mending the study which this committee was instituted to undertake,

he pointed out that business enterprise needs new vitality—to use his

own words, "and the flexibility that comes from the diversified efforts,

independent judgments, and A^brant energies of thousands upon
thousands of independent businessmen." ^ And that in concluding
that notable message he said that idle factories and idle workers
profit no man.^

I suppose that the justifiable inference from these brief quotations

from the President's message and from the entire message is that

it was intended to point the way to a study that might find how
free, independent, private enterprise may be stimulated. We want
io know who saves money and where the capital reservoirs are, and
what the access of the individual is to the capital reservoirs; how
individual savings and corporate savings alike affect the common
Avelfare of the United States; and it was with these and numerous

1 See "Exhibit No. 1," Hearings, I'art I, app3ndix. p. 185, at p. 186.
= Ibid., at p. 191.
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other questions in mind that the Securities and Exchange Comniis-

sion, at the direction of the committee, undertook this study, having
the benefit of the assistance and experience of all the agencies of the

Government which from time to time have had something to do with

money and investment.

Mr. Peter Nehemkis, Jr., has been selected as counsel to present

the results of the study. Mr, Jerome Frank, of the Securities and
Exchange Commission,' is here today and I shall ask him to open the

hearing.
Mr. Frank. In these hearings the Securities and Exchange Com-

mission, through the testimony of a number of distinguished wit-

nesses drawn from several agencies of the Government, from finance

and from industry, will endeavor to present the facts about certain

important phases of our national economy.
The examination of the witnesses will be undertaken by a mem-

ber of the Securities and Exchange Commission's staff, Mr. Nehemkis.
During the jDresentation of this material, the Commission will be
represented on the committee, for the most part, by Mr. Leon Hen-
derson, who has just been appointed to the Commission.
Inasmuch as tlie material to be presented is the product of many

varied points of view, it should be pointed out that the views which
may be expressed by the several witnesses are their own and are

not to be taken as representing the views of the Securities and
Exchange Commission.
Mr. Henderson. Mr. Nehemkis, are you ready to proceed?
Mr. Nehemkis. Mr. Chairman, may it please the committee: As

has already been indicated, the public hearings which are to begin
today will be concerned with the problem of savings and investment.

The purpose of these hearings is to present a factual picture of cer-

tain important jjhases of our economy. The facts will be brought
out, as Commissioner Frank has already indicated, by witnesses from
several branches of the Government (such as the Federal Reserve
Board, the Department of Agriculture, and, I am very happy to say,

the Department of Banking of the State of New York) as well as

from industry and from finance.

I should like once again to repeat that the interpretations which
may be put on some of these facts by some of the witnesses should not
be taken as representing the opinions of the Commission which I

represent this morning.
Today and throughout these hearings we shall be discussing with

you a single problem: Why is it that we continue to have in this

country idle men, idle machines, and idle money? To indicate the
scope of these hearings, I can do no better than to refer to a series

of challenging questions which Mr. Leon Henderson raised before
this committee at the very outset of its inquiry. Mr. Henderson then
had occasion to say:^

The over-all question seems to be, why have we not had full employment
and full utilization of our magnificeut resources?
Why has nevp investment lagged? Is this lag likely to continue? Has the

forward drive of the American economy stopped? Have we witnessed the
end of our dynamic mass production, lower price, more employment policy? Are
we in for stagnation or decline? What is the proper function of government
in periods of under-investment ? Is government debt different from personal,

» See Hearings, Part I, pp. 180 and 181.
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that is to say private, debt? Under what set of economic conditions can sav-
ings be absorbed? Wtiat is the influence of the present rate of return on
investment?

It is to these questions, wliicli Mr. Henderson has propounded, that
we shall endeavor to i^resent an answer, and it is to these fundamental
questions that the witnesses who will appear before you will direct

their testimony.
Mr. Chairman, may it please the committee, I desire to call as the

Securities and Exchange Commission's first witness. Dr. Alvin
Hansen.

Tlie Chairman. The witnesses of course, under the rules the com-
mittee has adopted from the outset will be sworn, even though on
many occasions they are often stating only opinions.

Do you solemnly swear that the testimony you are about to give in

this proceeding shall be the truth, the whole truth, and nothing but
the truth, so help you God?

Dr. Hansen. I do.

The Chairman. Let me suggest to the members of the committee
in the interests of orderly procedure that it might be well to permit
the witnesses to proceed under questioning by Mr. Nehemkis before
the members of the committee undertake to examine. At the conclu-
sion of each witness' testimony, the Chair will give ample oppor-
tunity to every member of the committee to propound any questions
that may suggest themselves to you, and unless there is objection,

that will be the rule by which this proceeding will be carried on.

You may proceed.

TESTIMONY OF ALVIN HARVEY HANSEN, PROFESSOR OF POLITI-

CAL ECONOMY, HARVARD UNIVERSITY, CAMBRIDGE, MASS.

Mr. Nehemkis. Will you state your name, please?
Dr. Hansen. Alvin H. Hansen.
Mr. Nehemkis. And your present residence?
Dr. Hansen. Belmont, Mass.
Mr. NEHEMias. What is your occupation?
Mr. Hansen. Professor of economics, Harvard University.
Mr. Nehemkis. Mr. Chairman, may it please the committee, I desire

the leave of the committee to read into the record a very brief state-

ment of the professional qualifications of this witness.

The Chairman. Very well, proceed.
Mr. Nehemkis. Dr. Hansen has been a member of the Columbia

Commission of Economic Reconstruction during the years 1932-33, a
director of research of the Social Science Research Commission on
International Economic Relations during the years 1933-34, an econ-
omist for the Department of State during the years 1934-35, and
chairman of a committee on industry and trade of the Social Science
Research Council.

Dr. Hansen has also been a member of the Committee on Research
in Fiscal Policy of the National Bureau of Economic Research;
chairman of the Economic Advisory Council of the National Indus-
trial Conference Board. Dr. Hansen has also been economic adviser
to the Prairie Provinces before Canadian Royal Commission on
Dominion Provincial Relations during the years 1937-38, as well as a
member of the Advisory Council on Social Security.
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Dr. Hansen, have yon been past president of the American Eco-
nomic Association ?

Dr. Hansen. I have.
Mr. Nehemkis. Do yon accept the statement wliich I have just

read as an accurate resume of your professional qualifications?
Dr. Hansen. Yes, sir.

Mr. Nehemkis. Have you discussed the substance of the testimony
you are about to give with counsel?

Dr. Hansen. Yes.

Mr. Nehemkis. Notwithstanding those discussions, is the testimony
you are about to give your own considered findings and conclusions ?

Dr. Hansen. Yes, sir.

Mr. Nehemkis. In addition to your general knowledge of the
subject, have you made a special study in preparation for the testi-

mony to be given by you ?

Dr. Hansen. I have.

Mr. Nehemkis. Dr. Hansen, were the charts which 3^011 will iden-

tify and discuss prepared at your direction?

Dr. Hansen. Yes.

Mr. Nehemkis. Are they based. Dr. Hansen, upon statistical data
which you believe to be accurate and authentic?

Dr. Hansen. Yes, sir.

Mr. Nehemkis. Very well, sir, will you go on with your discussion

of the problem, calling for the production of such charts as you may
need for the purpose?

Dr. Hansen. Mr. Chairman and members of the committee, I

should like to preface my remarks with a comment about economic
analysis and economic conclusions in general. One cannot emphasize
too strongly, I think, the undoubted fact that we are here dealing

with material which is not subject to unequivocal mathematical dem-
onstration or to verifiable conclusions, such as are possible in the

laboratory of the natural scientists. The factual data with which we
deal are subject to a varying margin of error. The methods of
analysis are imperfect, and, hence, the conclusions are inevitably

tentative. The role of the economist in his effort to interpret eco-

nomic trends and to guide public police must, if one is candid, be
an extremely modest one. We are living in dangerous times. It is

dangerous to act, and it is dangerous not to act. It is dangerous to

give advice, and it would be easy to attempt to escape or to shirk

all responsibility by refusing to do so.

On the basis of a good many years of thinking and analysis of
economic trends, I have reached certain conclusions, firmly held but
subject to revision as new data appear. I have been asked to lay

these conclusions before 3^011 insofar as they pertain to your inquiry.

Because of the shortness of the time at my disposal, and also for
the sake of clarity, I have stated these views with relatively few
qualifications. I should like, however, to ask j^ou to bear in mind
from the very outset that all investigators in this area must approach
their subject with due humility, and with a full realization that
there is wide scope for difference of honest and competent opinion
with respect to both current economic tendencies and the appropriate
solutions of our problems.
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I cannot give positive proof of any of nn' conclusions. They must
stand or fall according as they do or do not appear to be realistic

and sensible to reasonable persons.

The inquiry undertaken by the Temporary National Economic
Committee, as I understand it, related particularly to the current
functioning- of our system of production. Its purpose is to inquire

into the reasons why it is not functioning as effectively as it might,
into the reasons why it is not succeeding in producing the maximum
output of which it is capable, or in giving full employment to our
Inbor and capital resources. It relates not only to the problems of
imperfect competition in the decline of price competition ; it relates

also to the role of consumption, saving and capital outlays in our
economy. It involves, therefore, a consideration of the financial

institutions through which a large part of our national savings flow

and the great reservoirs of savings in which the flow of funds
accumulates.
Too frequently when the functioning of the price system is under

consideration attention is focused almost exclusively upon the com-
modity markets.

To leave an inquiry into the functioning of the price system, with a
consideration of commodity prices alone would in my judgment over-

look a sector in our economy, which is more important than any
other for an understanding of the operation, the maladjustments and
the instability of modern economic life, I refer in particular to

that area which relates to the flow of savings and to the flow of
new investment into the expansion of productive equipment.

THE FLOW OF SAVINGS AND THE FLOW OF INVESTMENT

Dr. Hansen. Of first-class importance in appraising the functioning
of our economy is to examine into the question, what it is that keeps
the income stream going : how can it be raised to a higher level ; and
how may it be maintained at a high level? That income stream
flows day by day to everyone participating in the productive process,

including not only the production of commodities but also of serv-

ices of every kincl and description, trade, professional, and govern-
mental.

This income stream is large or small according to the volume of
purchases currently made. These purchases are of two kinds; one
type consists of the purchase of consumption goods and services;

another type consists of the purchase of capital equipment, indus-
trial plant and machinery, public utility and railroad equipment,
commercial and residential building, and the like. There are, there-

fore, two streams of expenditures continually going on ; one stream
consists of expenditures for consumption and the other consists of
expenditures on capital outlays on ]:)lant and equipment.
How large the income stream will be, whether 60 billions or 80

billions, depends upon the volume of these two expenditure streams.

Now the expenditure stream which is mainly responsible for the rise

and fall of the total income is the outlay made on equipment and
plant expansion. When large expenditures are made on industrial,

commercial, residential, and public construction ; when office build-

124491—40—pt. 9 2
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ings, hotels, apartments, houses, school buildings, and public works
of all kind are being erected in large volume, when investment is made
on a large scale in railroad, utility, manufacturing and mining, and
agricultural equipment, the income is lifted to a high level and it can
be maintained on a high level so long and only so long as large capital

outlays of this sort are being made.
Thus in the good years from 1923 to 1929, inclusive, the total volume

of capital outlays amounted to the vast sum of $128,000,000,000. I

am taking the figures from Dr. Kuznets in his monumental study on
National Income and Capital Formation, made in the offices of the

National Bureau of Economic Kesearch. Of this total, one-half Avas

expended on replacements and renewals, and one-half for plant

expansion and new construction.

This includes business capital outlays as well as residential capital

outlays and outlays for public construction. Average annual expen-
diture on capital outlays for this 7-year period amounted to 18.3 bil-

lions of dollars. It required this volume of capital outlays to lift the

national income to 77 billions, the average income figure for this period

of high prosperity.

These figures suggest that reasonably full employment and a fairly

satisfactory income level, such as we had in 1923 to 192'9, require

a quite extraordinarily large volume of expenditures on capital

goods. It is the margin of income which is created by the capital-

goods industries that fills the gap between prosperity and depression.

No high level of employment and income has ever been achieved
without a large outlay on plant equipment and new construction.

At this point I should like to introduce a chart.

Mr. Nehemkis. Before you proceed, will you let me offer this?

May it please tlie committee, I desire to oifer ijito evidence a chart
entitled "Gross National Product and Capital Formation, and Con-
sumer's Outlay for Durable Goods and Other Goods and Sei'vices,

1919-37," together with the accompanying table.

The Chairman. They may be received.

(The chart referred to was marked "Exhibit No. 541" and appears
on p. 3499. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4007.)
Dr. Hansen. This is a chart based on the studies of Dr. Kuznets

to which I have already referred. It shows in the blue area the
gross capital formation, including total capital outlays, both re-

placement, and new capital outlays.
The Chairman. May I interrupt you to say that the colors will

not appear in the record, so if you would be good enough to identify
the areas to which you are alluding by their arrangement on the
chart, I think it would be helpful to the reader.

Dr. Hansen. Yes, sir. The lower area entitled "Gross Capital
Formation"
Mr. Nehemkis (interposing). Would you just define that term,

if you will, Dr. Hansen?



CONCENTRATION OF ECONOMIC POWER 3499



3500 CONCENTRATION OF ECONOMIC POWER

EFFECTS OF CHANGES IN THE VOLUME OF CAPITAL FORMATION ON THE
SIZE OF THE NATIONAL INCOME

Dr. Hansen. I am about to do so, yes. The lower area, which is en-

titled "Gross Capital Formation," includes the total capital outlays

on railroads, utilities, manufacturing, mining, and so forth, and also

the outlays on residential building and public construction. It in-

cludes not only new capital formation—that is to say, new outlays

on neAv equipment, additional equipment, but also replacements and
renewals, and it is particularly the volume of gross capital forma-
tion in which I am at the moment particularly interested.

The area above is entitled "Durable Consumers' Goods"—the
automobiles and the like; and they are at the top, the large area at

the top entitled "Consumers' Outlay for non-Durable Goods," is, I
think, self-explanatory. The line at the top indicates what Dr.
Kuznets calls the gross national product, or we might call it the
gross national income.

This, I may say, is a special definition of gross income in the sense

that it includes what we ordinarily call the national income, the net
national income, and it also includes in addition the capital outlays
that have taken the form of replacement and renewal of plant. Now
the thing that I wish to direct your attention in particular to is the
large volume of gross capital formation through the twenties, par-
ticularly through the good years from 1923 to 1929, and I wish to
direct your attention to the fact that so long as those large gross
capital outlays were being made, the income was maintained on a
high level and indeed growing in that period; but as soon as the
gross capital outlays declined heavily, then you get a drastic decline
in the income.
You will note, however, that the expenditures for consumers' goods

declined percentage-wise was very much less than the decline in the
capital outlays, and similarly in the subsequent period of the thirties

when gross capital outlays increased, the national income again in-

creased. As I shall say later on, in my testimony, tliis gross capital
outlay may be regarded as the really dynamic part of income, of our
national income.

Mr. Nehemkis. Di'. Hansen, before you leave the chart may I ask
you to return to it for a moment. Will you make clearer to us pre-
cisely what you mean by two terms ; the first term is "outlay." What
does that involve? The second term, what precisely do you mean
by "capital formation"?

Dr. Hansen. By capital outlays I simply mean expenditures on
plant and equipment ; and on construction. And by capital forma-
tion I simply mean those real capital goods, factories, and machines,
which were produced as a result of those outlays. Capital formation,
then, means the real construction, the construction of real capital
goods.

Mr. Nehemkis. Thank you very much. Dr. Hansen.
Dr. Hansen. Let us consider what is necessary in order to keep

the income stream flowing on a high level, once it has reached that
level. The income received or realized out of the ])roductive process
of the prior week or month will either be expended for consumption
or it will be saved. The part that is spent on consumption goods and
services automatically becomes the source of a new income stream.



CONCENTRATION OF ECONOMIC POWER 3501

The part that is saved may or may not feed into the income stream,

depending npon whether or not these savings are used either by the

saver himself or by a borrower for the purpose of capital goods,

plant, machinery, industrial and commercial construction, houses,

office buildings, schools, or public works.

If the saver does not himself use the funds, or if he fails to find a

borrower who will use them to purchase plant, equipment, and other

capital goods, the income stream dries up and unemployment pre-

vails in the capital-goods industries. It is highly essential that all

that part of the current flow of income which is not expended on
consumption goods, namely that part which is saved, shall be ex-

pended either directly by the saver himself or indirectly through a

borrower on new plant and equi])ment of some sort. If the amount
which is saved is large, as it is likely to be at a high income level,

it is necessary that equally large outlets be available for these savings

in equipment and plant expansion, and in residential and public
construction.

In every boom })eriod, tlie flow of savings is expended on capital

outlays of this sort and frequently these funds are augmented by
additional sums created out of an expansion of bank credit. In a
depression, expenditures on capital projects fall off, savers are un-
willing themselves to purchase capital goods with their savings, or
are unable to find borrowers to do so. The income stream thus
dries up. In consequence, owing to the fall of employment, even
the stream of expenditures on consumption declines, and so the
income stream shrinks still more.
At low income levels, even the savings stream dwindles away and

the economy runs along on a low level of output and employment.
Why is it that no boom has ever been able to perpetuate itself year

by year and so maintain income on a high level? Special causes have
from time to time brought particular booms to an end, but apart
from these we can say that every boom eventually dies a natural
death. By this I mean that the available outlets for plant and equip-
ment expansion have been temporarily exhausted. A temporary
saturation point has been reached.
The boom is a period in which we exploit to the full all the avail-

able new developments which the progress of science and technology,
together with the growth of population, have up to that point made
economically possible. Once all factories have installed the new^
machines, once a city has been equipped with the municipal utilities

which technology has so far made available, once the construction of
houses, apartments, office buildings, hotels, school buildings and the
like have caught up with the growth of the population, there remains
little that can profitably be done except to maintain the capital
plant already constructed. When this point is reached, the boom
dies a natural death.
This is essentially what happened in 1929. Nearly all over the

world, England excepted, there had been going on for some years a
gigantic constructional boom. This was true not only of the United
States but of Germany, France, Canada, Latin America, and even
the Orient. The vigor of this boom was due in part to the backlog
of housing requirements which had accumulated by reason of the
cessation of building during the war; in part it w^as due to the
impetus to the industrialization of backward countries which the
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war itself had caused, and in part it was due to the growth of new
industries and to other factors to which I shall later refer.

The boom of the twenties was a gigantic spurt in capital forma-
tion, in capital outlays; progress typically is made by spurts—^by

leaps and bounds. Progress typically is discontinuous, jerky, and
lumpy. New developments are exploited to the full and then the

boom dies. It peters out because a saturation point has temporarily
been reached. The spurt cannot last at the pace set.

It is not difficult to see that if we had kept on constructing office

buildings, apartments, hotels, houses, commercial and industrial struc-

tures, and the like, at the rate they were being constructed in the

late twenties, we should very soon have bankrupted all the owners
of old property.

For a time there was no room left for further plant expansion or

for other new capital outlays. It takes time before new develop-

ments can again accumulate, before the discovery of new techniques,

new resources, new industries, and the growth of population will

again set the stage for another boom.
In the depression, even a severe one, gross capital outlays, including

plant replacement and renewals, will not sink to zero, but there is

danger that the capital expenditures will not be large enough even
to absorb depreciation allowances. Thus in such a period there is

no room whatever for new savings.

Now the total stream of gross savings consists in part of net sav-

ings from current income and in part of depreciation and depletion

allowances designed to maintain intact the plant and equipment. If

the total expenditures on capital structures and equipment is not even
enough to absorb the depreciation allowances set aside by business
year after year, a two-fold deflationary effect to the income stream
IS present, first, the failure of new savings to be expended on expansion
of plant and equipment, and, second, the failure of business concerns
to expend depreciation allowances on the replacement and renewal of

plant and equipment.
Under the impact of the unemployment thus created, consumption

expenditures will fall to low levels. Thus the total income stream will

be reduced by an amount not only equal to the decline in expenditures
on plant and equipment, but also by the induced decline in con-
sumption.
The dynamic part of expenditures, as I have already said, is, how-

ever, the outlays on capital goods, on plant and equipment, on con-
struction. It is the rise and fall of these expenditures that causes
income to be high or low, and the income will rise or fall, as we have
seen, not merely by reason of the increase or decline of capital

outlays, but also by reason of the induced increase or decrease in

consumption expenditures. The rise and fall of consumption is a
result of the rise and fall of employment incident to the rise and fall

of capital outlays on plant and equipment. Money expended on capi-
tal outlays is therefore high-powered money. Every dollar of money
so expended will cause consumption to rise. Every dollar withdrawn
will cause consumption to fall. Thus every dollar of capital outlays
has a multiplier or leverage effect on income, and similarly every
dollar of savings or depreciation allowances not expended on capital
outlays drives the income down with a magnified effect.
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To repeat, money spent or withheld for capital outlays is high-

powered money, whether in the upswing or in the downswing. Thus
a society geared to a high peak load of capital-goods production is

likely to experience violent fluctuations in income and employment,

a high savings economy will remain a highly dynamic economy so

long as it is able to experience periodically great bursts of capital

outlays on plant and equipment. It is then a dynamic, rapidly ex-

panding, and progressive economy, despite its instability. But if

such an economy fails to find adequate investment outlets in plant

and equipment for its new savings and for its depreciation allow-

ances, it will lose its dynamic quality and become a depressed and
stagnant economy, with a large volume of chronic unemployment.
The higli -savings economy can escape a fall in income and employ-
ment only through the continuous development of new outlets for

capital expenditures on industrial plant and equipment and on com-
mercial, residential, and public construction.

So far as private investment outlets are concerned, this requires

continuous technological progress, the rise of new industries, the

discovery of new resources, the growth of population, or a combi-
nation of several or all of these developments.

RECENT STRUCTURAL CHANGES IN THE NATIONAL ECONOMY

Dr. Hansen. We are completing this year a decade of unemployment
on a scale never before known in our history. This decade of unemploy-
ment was interrupted by a partial recovery which culminated in 1937.

This depression is of a magnitude and duration which has eclipsed

all others, not excepting even the deep and prolonged depressions of
the seventies and nineties. It is a unique phenomenon. It cannot be
explained in terms of ordinary business-cycle analysis. For the time
being at least we are experiencing a chronic maladjustment, a faihire

of adequate outlets for capital expenditures for a society geared to

a high savings, high investment level. We are caught in the midst
of powerful forces in the evolution of our economy which we but
dimly understand. Something has gone wrong with the forces mak-
ing for expansion. We are undergoing a fundamental change in

the structure of our economic life.

In every historical epoch it has always been difficult for the gen-
eration then living to understand what is going on. It is extraor-

dinarily difficult to get a proper perspective on current drifts and
tendencies. Forces slowly accumulating over a long period of time
have suddenly converged to give us a decade of unparalleled unem-
ployment. Change is indeed the law of life, but change has come
in recent years with accelerated speed. It is not difficult to see that

the economic system of tomorrow will be very unlike the economic
system of the past. We are living in a period of transition. Yet in

this period men's thinking is still dominated by frozen patterns of
the past into which people try to mold the facts of the present.

The economic order of the western world is undergoing in this

generation, it seems to me, a structural change no less basic and
profound in character than the industrial revolution beginning 150
years ago and extending deep into the nineteenth century. That
revolution transformed the western world from a primitive, rural
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economy into a highly industrialized machine economy. In this gen-
eration we are passing over a divide which separates the great era

of the growth and expansion of the nineteenth century from an era

which we cannot as yet characterize with clarity and precision.

One overwhelmingly important fact, however, characterized the
century which preceded the World War. It was a unique epoch. It

was a century of rapid expansion into new territory and it was a
century of prodigious growth of population. Population poured
into America, into the great West, into Brazil, the Argentine, Canada,
Australia, and flowed back from the agricultural communities into

giant urban centers which grew and fed on this expansion. This
one central fact of growth and expansion dominated the whole of

economic life. It minimized the risk of new ventures. If optimism
had carried railroad building too far at the moment, if a city had
temporarily overbuilt, the damage was short lived. Expansion and
growth soon made good the error. Businessmen could look far into

the future with gigantic plants, with anticipatory capital outlays,

investment plans which had no relation to the present, and which
were based upon the expectation of growth and expansion.

It is not difficult to see that a country experiencing a rapid increase

of population requires a vast capital outlay in order to provide hous-
ing, transportation, and all the facilities necessary for modern meth-
ods of living, such as municipal utilities and the like. The enormous
capital outlays of the nineteenth century Avere, of course, in the first

instance conditioned by new technological developments, but they
were determined also by the vast growth of population. It seems not
unreasonable to suppose—and some rough estimates lead to this con-

clusion—that approximately one-half of the capital outlays of the

past century were due to the growth of population and its expan-
sion into new territory.

J. R. Hicks, a distinguished British economist, in a recent book
entitled "Value and Capital," says:

Nevertheless, one cannot repress the thought that perhaps the whole indus-

trial revolution of the last 200 years has been nothing else but a large secular
boom, largely induced by the unparalleled rise in population.

The prodigious growth of population in the nineteenth century
was apparently something quite unique in history. Gathering mo-
mentum with the progress of modern science and transportation, the

absolute growth of population in western Europe mounted decade
by decade until the great World War, and in the United States it

reached the highest level of absolute growth in the pre-war decade,

and again in the decade of the twenties.

The upward surge began with relatively small accretions, which
rapidly swelled into a flood, but the advancing tide has come to a
sudden halt and the accretions are dwindling toward zero. Thus
with the prospect of actual contraction confronting us, already we
are in the midst of a drastic decline in population growth. In the

decade of the twenties, the population increased by 16,000,000. In
the current decade we are adding only half this number, roughly,

to our population, and the best forecasts indicate a further decline in

the decade which we are about to enter.

For us the rising tide of population grow^th continued until 1930;

for western Europe it ended with the World War.
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I should here like to introduce a chart showing the increments of

jDopulation growth in the United States.

Mr. Nehemkis. Mr. Chairman, may it please the committee, I

desire to offer in evidence a chart entitled ''Decennial Increases in

United States Population," together with the accompanjdng table.

The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 542'* and appears

on this page. The statistical data on which this chart is based are

included in the appendix on p. 4007.)

Dr. Hansen. I should like to call your attention to the fact that

this is not a chart showing the total population from decade to

decade. It is a chart showing the decennial increases in population,

the net increment of increase from decade to decade. You will

Exhibit No. 542

DECENNIAL INCREASES IN

UNITED STATES POPULATION

It

niiill
1820 1830 1840 1850 1860 1870 1910 1950 I960

notice that the decennial increase mounted decade by decade from
1800, and indeed the century before, if our chart had gone back that

far, until 1930. The decade ending 1910 added to our population
slightly more than the decade ending 1930, but they are substantially

on the same level. The decade of the World War, ending 1920,

had a somewhat smaller increase, experienced a somewhat smaller

increase, than that of the preceding decade or that of the following

decade.
By and large we may say, therefore, that the decennial increase

of population continued to rise until the end of the decade 1930.

Now the bars to the right indicate the estimated decennial in-

creases in the next three decades, as estimated by the National
Resources Committee. They have also given us estimates that run
further into the future, which would show a decline until eventually,
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by about in the last quarter of the twentieth century, it would reach

zero.

The point that I especially wish to stress with respect to this chart

is the great importance of the amount of growth, the absolute amount
of growth. It is not enough that an economy is simply gix)wing.

If the additional amounts of growth are smaller and smaller you
have from that fact alone a depressing effect upon your economy. If

your plant is built up to a point to take care of the growth, a fall in

the growth of population means that you have already a depres-

sional effect. It is in connection, let me say in somewliat technical

terms, with a chart such as this showing the decline in growth that

the well-known principle of acceleration in business-cycle discussions

operates.

(The testimony of the witness was interrupted for the taking of

pictures.)

Mr. Nehemkis. Dr. Hansen, you were speaking of the effect of

acceleration. Will you continue please from that point ?

GROSS AND NET CAPITAL FORMATION 1919-193 7

Dr. Hansen. I had finished the statement.

In this era of rapid territorial and population expansion, the

United States was a capital-poor country. Not only were we able to

find a ready outlet for our own savings, we imported besides a vast

amount of capital from abroad. All this changed with the World
War. From a capital-poor country we became a capital-rich country.

Instead of a capital-importing country we became a capital-exporting

country on a prodigious scale. The World War postponed the diffi-

culties of the transition. The post-war decade for special reasons
which I shall explore briefly offered temporarily adequate outlets for

our savings. It gave us a period of precarious equilibrium between
savings and capital investment. Thus, for a time enjoying high pros-

perity and relatively full employment, we were unaware of the under-
lying trends and forces which were converging upon us to produce
the great depression.

Let me consider the major facts which made the twenties so pros-

perous. I have already said that we had an outlay on capital goods
of all sorts of $18,000,000,000 per annum in the prosperous years from
1923 to 1929. This was the basis of our prosperity, and here I should
like to introduce a chart showing the capital formation in this period.

Mr. Nehemkis. Mr. Chairman, may it please the committee, I offer

in evidence a chart entitled "Gross and net capital formation 1919-
37," and the statistical tables which accompany it.

The Chairman. It may be received.

(The chart referred to' was marked "Exhibit No. 543" and appeai-s

on p. ;'^507. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4008.)
Mr. Henderson. Mr. Nehemkis, tlie witness is going to distinguish

between gross and net, is he not?
Mr. Nehemkis. 1 believe he will iu the course of his explanation

of the chart.

Dr. Hansen. This is a chart showing the total capital outlays on
plant and equipment of all sorts, on residential construction and on
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public construction. It shows not only the net outlays, the net cap-
ital outlays, that is to say the outlays on quite new developments, on
expansion, but it also shows the capital outlays on replacements and
renewals of plant and equipment.
The red area or the lower marked area (striped) indicates the net

capital formation, the expansion of plant and equipment, the expan-
sion of residential building and public works.
The Chairman. Now, you are referring to the lower area of the

second half of the chart.

Dr. Hansen. Of the second half of the chart.

The Chairman. Of each part of the column.
Dr. Hansen. Yes. The blue area opposite the yellow area above

the. area to which I have just referred (meaning the part of the cross-

barred area opposite the dotted area) represents the capital outlays
on replacements and renewals of ]3lant and equipment, of residences

and of public works. By and large you will see that in the twenties
that area of renewals and replacements was about a half of the area
of expansion of capital outlays on plant and equipment, residences
and public works. The next chart please.

Mr. Nehemkis. Mr. Chairman, may it please the committee, I de-

sire to offer in evidence a chart entitled "Business gross capital for-

mation, capital consumption, and net capital formation 1919-37," to-

gether with the statistical data in support thereof.

The Chairman. The chart may be received.

(The chart referred to w^as marked "Exhibit No. 544'' and appears
en p. 3.509. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4008.)
Senator King. Before leaving that other chart, if the committee

will pardon me I would like to direct the attention of the Avitness to

the line below what might be called the base line, which shows the
years 1932 and 1933 and 1934. I suppose that refers to the deprecia-
tion of capital in use.

Dr. Hansen. Which was not offset by outlays on maintenance and
replacement.

Mr. Nehemkis. Will you point to those two bars that Senator
King has referred to, please. Dr. Hansen, on the other chart ?^ Point
them out to the committee, and will you be good enough to repeat
your answer for the record.

Dr. Hansen. The upper bars to the right in each case refer to

depreciation of capital in use, and this capital refers to all kinds of
capital goods, whether business or residential or public. Up to the
great depression, the depreciation was offset by renewals and replace-

ment, but during some of the years of the depression, notabl}' partly
in '31, and especially in '32, '33, and '34, the expenditures on re-

newals and replacement was not equal to the depreciation of capital
in use. In other words, there was a decline in our capital stock in

those years.

Now it is a very difficult thing to measure, and as a matter of fact

the depreciation of capital in use is measured in terms of accounting
procedure, and one could enter into a good deal of discussion about
the appropriateness of the usual accounting procedure with respect
to depreciation.

1 See "Exhibit No. 543," p. 3507.
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Senator King. I was wondering whether that was obsolescence.

Dr. Hansen. No; it means capital consumption which was not

offset by replacements and renewals.

Senator King. Does your chart indicate the value measured in

dollars and cents, the loss from obsolescence, depreciation, and destruc-

tion of capital?

Dr. Hansen. Yes ; that is supposed to be represented by the yellow

bars below the line. The blue bars, the bars to the left (cross-barred)

indicate the extent to which the capital consumption was offset by
renewals and replacement in each year, but the renewals and replace-

ments were not adequate in those years to offset fully the capital

consumption.
Mr. Nehemkis. Professor Hansen, before you leave that chart

would you be good enough to explain the distinction between gross

and net capital formation for the committee?
Dr. Hansen. Net means the capital outlays on expansion of plant

and equipment, on expansion of residences and public works, on new
additional plant and equipment. Gross includes the expansion ex-

penditures, but it also includes the capital outlays on replacements

and renewals.

significance or the change in ratio of gross to
NET capital formation

Dr. LuBiN. Mr. Hansen, may I for my own purposes clarify this

last statement? Looking at the table that you submit with your
chart,^ am I to understand that in the year 1932 American industry,

according to its accounting records, used up approximately $4,400.-

000,000 worth of capital that they didn't replace ?

Dr. Hansen. Yes, sir. There is one comment, however, that I

should like to make. It is quite possible that those capital outlays

which were made on renewals and replacements, introducing through
those capital outlays news technics and improved machinery, may
have left your total capital plant as productive as before, despite

the fact that the accounting figures would indicate a decline in the

total capital stock. It is quite possible the productive plant was
fully as effective despite that seeming decline in the total capital

stock.

Now, if we may turn to this other chart,^ this chart refers exclu-

sively to business capital outlays, which, however, is a broad term
including manufacturing, mining, public iitilities, railroads, and
even trade and agriculture. It excludes, therefore, capital outlays

on residential construction and on public construction. I may say

also that this chart does not include outlays on inventories, nor does

it include investments made in foreign countries. It includes, there-

fore, total capital outlays made by business of all sort, and the top

bars refer to gross capital outlays, including not only expansion out-

lays but also replacements and renewals.

This chart also differentiates between net capital outlays and gross

capital outlays.

I should like to call your attention particularly to the elements in

this total volume of capital formation, the two categories to which I

1 See supporting data for "Exhibit No. 543," appendix, p. 4008.
» "Exhibit No. 544," p. 3509.
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liave just referred, the net and the gross. They are different in this

chart from the preceding one, as you will notice. It is, I think, a

very striking fact that the gross business capital outlays consist to

a very large extent of replacements and renewals. The area above

the red bars or the bars to the right in the case of each set of bars

(dotted), in the twenties was, roughly, about twice as large, that is

to say, the area for capital replacements and renewals was about

twice as large as the capital outlays on plant and equipment expansion.

It indicates that in the modern highly developed economy the

capital outlays on mere replacement is enormously important as

against the capital outlays on expansion, and I would call your

attention to tlie fact that it is only the expansion outlays that can

absorb new savings. The replacement and renewal outlays are

financed by depreciation allowances—depreciation and depletion

allowances. So that you may have a very great improvement jn

your capital equipment merely through the expenditure of depre-

ciation and depletion allowances, without using any new^ savings at

all.

I will refer to that later in my testimony.

Mr. Neh:emkis. Dr. Hansen, before you continue, so that the^

record may be clear, in connection with your discussion of the pre-

ceding chart,^ that is to say the chart which appeared on the easel

at the right, you had occasion to use the phrase "capital stock."

I take it you meant by capital stock physical plant, something you
can kick with your feet?

Dr. Hansen. That is right.

Mr. Nehemkis. As distinguished from a piece of paper which
you crumple in your hand, is that correct?

Dr. Hansen. That is right. If I may revert again for a moment
to that earlier chart.

Senator King. Those charts are not numbered, are they. Doctor,
one, two, three, four?

Dr. Hansen. They are not here numbered.
The Chairman. Let me say that the chart entitled "Gross and

Net Capital Formation" is "Exhibit No. 543" and the chart entitled
"Business Gross," etc., is "Exhibit No. 544."

factors responsible for the prosperity of the twenties

Dr. Hansen. I think before leaving this chart, "Exhibit No. 543,""

I should break up the gross into its constituent elements, which are
as follows. This is the chart referring to total capital outlays, in-
cluding not only business outlays but also outlays for residential and
public construction. The total is broken up as follows: On the
average in the good years, 1923 to 1929, 9.7 billions of dollars were
spent each year on plant and equipment: 1.1 billions on inventories,
400 millions a year on net foreign investments. They are all in-
cluded here: 4.4 billions a year on residential construction and 2.6
billions on public construction.
Of the total of about 18 billion, the very large figure of 7 billion

was expended on residential construction and public construction.
Senator King. What year was that?

1 See "Exhibit Xo. .i4.'?,"' p. r{."07
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Dr. Hansen, For the years 1923 to 1929, on the average. The pros-

perity of the twenties, to which I have especially been referring,

rested heavily upon several factors, many of which are no longer

present or present in an adequate degree. First, and this I regard

as of quite extraordinary importance, there was residential building,

which reached in this decade an all-time high; 8,750,000 urban
residential units, not including farm units, were built in this

decade, with a total expenditure of $33,500,000.

On residential construction, according to the figures of the De-
partment of Commerce

Senator King (interposing). Twenty to '27?

Dr. Hansen. For the entire decade, from '20 to '29, inclusive. I

may say that the great bulk of this came from '23 to '29. The first

3 years of the decade ran relatively low, but here I have included

the entire decade in these figures, and they are for urban units, not

including farm.
Residential construction fed on an accumulated backlog of housing

requirements caused by the virtual cessation of house building dur-

ing the war. It fed, moreover, on the great growth of population

in this decade, which amounted, as I have already said, to 16 mil-

lion. From decade to decade throughout our history, the increase

in the number of dwellings has maintained a remarkably close rela-

tion to the increase in population. From 1916 to 1922 the population

of the highly industrialized section of the United States, the urban-
ized section comprising Massachusetts, Connecticut, Rhode Island,

New York, New Jersey, Pennsylvania, Ohio, Michigan, and Illinois,

increased 10 percent in 6 years.

From 1922 to 1928, another 6-year period, there was a further in-

crease of 10 percent in this area. Then came with dramatic swift-

ness the change in the rate of growth. From 1930 to 1936, again a
6-year period, the population of this area increased only 3 percent.

If one takes the population of the entire country into consideration,

the percentage increase from 1922 to 1928 is 9.1 percent, compared
with 4.3 percent from 1930 to 1936. Thus the percentage rate of in-

crease for the urbanized area is less than one-third of that of the
twenties, and for the entire country, below one-half.

During the great depression, accordingly, there did not accumu-
late any such backlog of housing shortage as had developed in the
period from 1916 to 1922, and there was not the pressure from a

continued rapid growth in population such as occurred in the period
of 1922 to 1928. Objection has been made sometimes to this argu-
ment, on the ground that housing requirements depend not on the

size of the population but on the number of families. It is true

that the number of families, owing to the current abnormal age dis-

tribution, has increased more rapidly than population, but it may
be doubted whether this is nearly as significant a fact as the rate

of population growth.
About this there may be certainly difference of opinion. Young

childless couples may double up with their parents and they get along
quite well with one or two rented rooms. For this and other similar

reasons, it seems to me that the rate of population is at least equally

significant as the rate of increase of the number of families.

In the second place there was a high volume—I am still referring

to the special factors in the twenties—of public construction, financed
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lieaA'ily by State and local borrowing. State and local debt increased

in this period at the rate of $1,000,000,000 a year. Large capital

outlays were made on roads, schools, and other public improvements.
In the third place, there was the outlet for savings in the foreign

loans and investments which in part provided foreign countries with a
purcliasing power to buy from us an excess of exports over imports,

amounting to $10,600,000,000 in the decade from 1920 to 1929.

Fourth, there was the growijig importance of consumer-installment

credit, which financed the purcliase of durable consumers' goods and
which reached the quite extraordinary level of 11 billion by 1929.

Mr. Henderson. Dr. Hansen, would you mind if we struck out "con-

sumer-installment credit"? As I recall, that figure was not on an
installment payment basis.

Dr. Hansen. That is right: it should be consumer credit. Fifth,

there was the prodigous growth of the great automobile industry, to-

gether with all the related industries which it fostered and sustained,

including rubber, oil, glass, steel, road equipment machinery, ce-

ment, and otlier materials entering into the construction of the wholly
new network of hard-surfaced roads. These, as I see it, are the five

main props to the pi-osperity of the 1920's. Their income-creating

force was, in large part, si)ent by 1929,

It is this, above all, that explains, it seems to me, the stagnant
thirties, in contrast with the booming twenties. With the growth of

population only half that of the twenties it is not so surprising that

residential building in the last 4 years has been running along at a
level less than a lialf or ap|)roaching a third that of the predepression
period.

The outlet for foreign loans and investments has been almost totally

absent during the past decade, and the prospects are far from bright

in the years ahead. Consumer credit declined heavilv from 1929 to

1933. and only regained the 1929 level by 1937. State and local capital

outlays fell fi'om $2,335,000,000 in 1930 to $1,300,000,000 in 1936. The
net outstanding State and local debt declined by 46 millions from
1932 to 1938, while cash balances of the State and local bodies in-

creased by 1.6 billions. Thus the net contribution of State and local

bodies to the national income stream has been absent in the current

decade.

In the decade of the twenties the great automobile industry gave
a tremendous upward push to our entire economy, running through
a vast range of related industries. While this industry still occu-

pies an extremely important place in our economy, there is this highly
significant difference, that it is no longer growing and when a revo-

lutionary new industry like the railroad in the last century, or the
automobile in our time, after having initiated in its youth a powerful
upward surge of plant expansion m all the basic industries which
serve its needs, after such an industry reaches maturity and ceases to

grow, as all industries finall}'' must, the whole economy must experi-

ence a stagnation, unless indeed new developments equally far-reach-

ing take its place.

EFFECT OF INDUSTRIAL MATURITY ON THE VOLUME OF CAPITAL FORMATION

Dr. Hansen. It is not enough that a mature industry continues its

activity at a high level on a horizontal plane ; the fact that new railroad
mileage continued to be built at a high rate throughout the seventies

124491—40—pt. 9 3
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eighties, and nineties was not sufficient. It is the cessation of growth
which is disastrous, for when they have ceased to grow there is no fur-

ther need for plant expansion and when giant new industries have spent

their force, it may take a long time before something else of equal

magnitude emerges. In fact, nothing of equal magnitude has

emerged in the decade in which we are now living. I regard the

development of new industries as an extremely important matter.

Certainly no one can say at this moment what great new develop-

ments the future may hold in store, but I should like to call atten-

tion to what seems to me to be a fact, namely, that economic progress,

even in the nineteenth century, came by spurts and not at a uniform
rate. Such notable students of economic development as Spiethoff,

Wicksell, Cassel, Schumpeter, and Robertson stress the discontinuity,

the jerkiness and lumpiness of economic progress.

The history of the last 200 years affords no basis for the assump-
tion that the rise of new industries proceeds at a steady pace. But
beyond the immediate effect upon the so-called business cycle is the

larger problem of the effect of the presence or the lack of new indus-

tries upon the vigor of investment booms. In periods when great

new industries are rising to maturity over several decades, it is

likely that booms will be very vigorous and carried to high points,

and depressions will be short-lived. And similarly in periods

when great new industries have reached their maturity and ceased

to grow, and equally important new industries have failed to take

their place, it is likely that booms will be less vigorous, prosperity

relatively short-lived, and depressions deep and prolonged.

Thus, throughout the nineteenth century the emergence, develop-

ment, and growth of giant new industries has played an enormous role,

not only in the cycle movement itself, but also in the vigor and
intensity of America's booms, and the depth, severity, and length of
depression periods. It is my view that the deep and prolonged de-

pression of the nineties relates to the cessation of growth of the rail-

road industry. There was a temporary lull before the electrical and
automobile industries emerged, and similarly in the decade of the

thirties, in which we are now living, we are having a similar experi-

ence. The great automobile industry has risen to maturity, and no
comparable new industry has appeared to fill the gap. It is my grow-
ing conviction that the combined effect of the declining population
growth, together with the failure of any really important innova-
tions of a magnitude sufficient to absoib large capital outlays, weigh
very heavily as an explanation of the failure of the recent recovery
to reach full employment. Other factors are certainly important,
particularly our failure to grapple effectively with certain specific

situations, such as those presented by the railroads or the public

utilities, or building construction.

It might be inferred from what I have said that in the recovery
of 1935-37 no substantial capital outlays were made. This is not the

case, as indeed the charts which I have presented show. From the

best available evidence, it appears that in 1936-37 capital outlays
made on industrial plant and equipment were on a scale quite com-
parable with those of 1927 to 1929—that is, the capital outlays on
industrial equipment were quite comparable in '37 to those made
in 1927-29. The important single gap, and I would like to stress
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this, in the recoA^ery of '36-'37, was residential construction, and

in part commercial construction. Capital outlays on railroads

and public utilities, however, also lagged behind the '27-29 level.

The large capital outlays on industrial plant and equipment in 1936-

37 may appear surprising if one accepts my thesis with respect to

declining population growth and the lack of important new indus-

tries. One must remember, however, that we had passed through a

long period of deep depression, so that there had accumulated a

considerable volume of depreciation, depletion, and obsolescence, to-

gether with the new capital requirements which the rising national

income stimulated, but new developments were not available on a

sufficiently large scale to sustain for long the high capital outlays of

1936-37, or to push them to sufficiently high levels in view of the

lag, particularly of residential building.

Here I sliould like to introduce a chart on construction.

THE VOLUME GE CONSTRUCTION 1920-19 3 7

Mr. Nehemkis. Mr. Chairman, I desire to offer in evidence a chart

entitled "All Construction in the United States, 1920-37." The sta-

tistical tables accompanying this chart will be submitted to you, sir,

at a later time. I therefore request that the clerk be instructed to

designate an appropriate number for this table when it is introduced

at a later time.

(The chart referred to was marked "Exhibit No. 545" and appears
on p. 3516. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4009.)

The Chairman. Will it be introduced in time to have it printed in

the record, accompanj'ing the chart ?

Dr. Hansen. This chart, Mr. Chairman, presents the total construc-

tion, private and public, in the period from 1920 to 1938, It shows the

extraordinarily high level of construction in the good years of the

twenties, the drastic decline, and particularly the failure of construc-

tion to recover in the relatively prosperous years of 1936 and 1937.

In my ^dew, it is particularly the failure of residential construction,

which accounts for the anemic character, if we may say so, of the

prosperity of 1936-37.

I should like to revert again to this earlier chart.

The Chairman. You are referring to "Exhibit No. 543" ?

Mr. Nehemkis. That is correct, sir.

Dr. Hansen. You will notice that the gross capital formation, in-

cluding business, capital and public, was as high in 1937 as on the
average in the good years of the twenties, but I should like to call

attention to what I regard as a very iini^ortant fact with respect to

that high figure. Over $4,000,000,000 of that capital formation in

1937 was increase in inventories—over 4 billions was an increase in

inventories.

The Chairman. May I break the rule which I laid down for all

of us by asking you how much of that outlay was public outlay, as
compared with private outlay?

Dr. Hansen. You mean outlay on inventories?
The Chairman. No; for the whole, as compared with the similar

division in the twenties.
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Dr. Hansen. I can give you those figures, Mr. Chairman. I

haven't them available in my manuscript at the moment. We can
insert them in the record.

The Chairman. They are significant, are they not?

Dr. Hansen. They are significant. I may say that the public con-

struction Avas a little higher, as I recall it, in '36 than in the good
years of the twenties, but not much higher than the good years of

the twenties, and that will in effect answer your question, I think.

Mr. Nehemkis. Dr. Hansen, if you will just indicate on "Exhibit

No. 545" all construction with your pointer, I think the chairman
will see brieflAT^ what it is he asked you.

Dr. Hansen. "Exhibit No. 545" does show the value of public

works in '36 and '37. as compared with the twenties. It runs on a
somewhat higher scale. It amounts to not quite half of the total

construction in 1936-37.

Mr. Frank. Public works in the earlier period included a large

amoiuit of State and municipal public works, a larger amount than
in the latter period?

Dr. Hansen. Yes, sir; a very much larger amount of State and
municipal construction, and a very much smaller amount of Federal
construction. The Federal offset the State and local in the period '36

and '37.

Mr. Nehemkis. There will be offered in evidence, Mr. Commis-
sioner, statistical data and a chart which will show you that point
very clearly, at a later time.^

Dr. Hansen. Now, in referring to tlie surprisingly large total out-

lays, total capital outlays in 1937, compared with the twenties, I was
calling attention to the fact that ovei- four billions of that was in-

crease in inventories. I would remind you that the residential con-

struction in that period was only about one-third of the volume of
residential construction in the twenties. Had we had four and one-

half billion of residential construction in '36-'37, as we had in the
twenties, sustained over a number of years, I think we could be very
sure that we M^ould have had a very much more vigorous and sus-

tained recovery in '36 and '37 than we had.
The large capital formation which went into inventories was

necessarily of a precarious sort.

It M'as, of course, stimulated by various factors, by the rearmament
program which lifted certain prices, and by the drought which lifted

certain prices, and a price rise tends to stimulate inventory accu-

mulation.
I may say also that filling the gap, so to speak, which was left by

the failure of a high volume of residential construction in '36-'37

were large expenditures in '36 on the soldiers' bonus, in '36-'37 on
relief. We did not have the solid imderlying basis of capital outlays
on such things as residential construction in '36-'37 which we had in

the twenties, so that I think one must qualify very much this figure

1 See "Exhibit No. 614" entered In the record during hearings held May 22, 1939, supra,
p. 3779.
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of a very large total capital outlay in '36-'37. When we take out the
inventories it will be seen that the capital outlays in '36 and '37, and
we see that in '36 there was also a very large increase in inventories,

amounting to over $2,000,000,000—we see that the capital outlays
ran considerably below the period of the good years of the twenties.

So I wish to stress particularly the failure of residential construc-

tion, and that links up with my thesis about the importance of
population growth.

Senator King. May I ask a question? Do you differentiate in your
explanation of inventory between personal property, such as com-
modities which might be produced, and real estate ?

Dr. Hansen. These are accumulations of business inventories.

Senator King. That accumulation of business inventories would
relate solely to goods?
Dr. Hansen. Yes; to goods.

Mr. Nehemkis. Something one buys for the shelf.

Dr. Hansen. Yes, sir.

Mr. Henderson. And raw materials.

Dr. Hansen. And raw materials used in manufacture.
Mr. Frank. Professor Hansen, before you conclude, just one ques-

tion for clarification. When you speak of savings, you are referring
to the savings of hidividuals, not the amounts retained by corpora-
tions in their depreciation reserves, which also might in a certain

sense be called savings?
Dr. Hansen. No; I think I would disagree with you, Commissioner.

Gross savings include individual savings, the retained earnings of
corporations, and depreciation and depletion allowances. Now, new
savings include individual savings and the savings of corporations,

the new savings of corporations, but new savings excludes the depre-

ciation and depletion allowances.

Mr. Nehemkis. Mr. Chairman, this witness' testimony for the
time being is concluded. We have no further questions and we will

recall him at the committee's pleasure.

The Chairman. Perhaps it would be well for Dr. Hansen to resume
the stand at least temporarily when we reassemble after lunch, in

order that he may be questioned by members of the committee if they
so desire.

Mr. Nehemkis. Very well.

The Chairman. The committee will stand in recess until 2: 30.

(Whereupon, at 12 : 45 o'clock, a recess was taken until 2 : 30 p. m.
of the same day.)

afternoon session

The committee resumed at 2:35 p. in., on the expiration of the
recess.

The Chairman. The committee will please come to order. In open-
ing this hearing this morning I took occasion to refer to the message
of the President of last April, in which he had recommended the study
which this committee has undertaken, and in making this, reference
I quoted two sentences from the President's message, one being the
sentence in which he referred to idle factories and idle men.^ It was
a curious coincidence that just a few moments ago I received a letter

1 Supra, p. 3493.
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from the President dealing with exactlj^ the same subject matter. It

seems to me to mark the objective, the principal objective of this study,

and I think it is of the utmost importance that all the people of the

country should know exactly w^iat the President had in mind when ho
recommended this study, and the high hopes he entertains for the

development of facts in which we are now engaged.
The letter is dated at the White House, Washington, May 16, 1939

:

Dear Joe : In my message to the Congress initiating the work of the Temporary
National Economic Committee, I had occasion to say that "idle factories and idle

workers profit no man." It may equally be said that idle dollars profit no man.
The present phase of the hearings before the committee bear directly upon this

problem.
It is a matter of common knowledge that the dollars whicli the American

people save each year are not yet finding their way back into productive enter-

prise in sufficient volume to keep our economic machine turning over at the rate
required to bring about full employment. We have mastered the technique of
creating necessary credit; we have now to deal with the problem of assuring its

full use.

In the series of hearings which the Securities and Exchange Commission is to

hold before your committee, I take it that a major problem of your committee
will be to ascertain why a large part of our vast reservoir of money and savings
have remained idle in stagnant pools.

Is it because our economy is leaving an era of rapid expansion and entering
an era of steadier growth, calling for relatively less investment in capital goods?

Is it because of lag, leak, and friction in the operation of investment markets
which pervert the normal flow of savings into nonproductive enterprise?
These are questions for your committee to answer.
I know of no more urgent ones in the country today.
The hearings before your committee, I hope, will assume the task of analyzing

the financial machine in its relation to the creation of more needed wealth. We
know that the mechanism can be improved. Improvement <!an only be made
on a basis of clear analysis. Having made that analysis, I hope that your com-
mittee will then be able to indicate ways by which the machine may be made to

function more efficiently.

We have an immense amount of wealth which needs to be created in this coun-
try. Much of it can be created through private enterprise. Some of it can
properly be created through quasi-public agencies. The problem is to use our
added savings and increased credit to get this wealth moving—that is, to get it

now in productive enterprise—and, at the same time, to make savings available
for use in all categories of private enterprise, as well as for the great and recog-
nized enterprises which can command capital, but have less actual need of capital
than many smaller but equally deserving enterprises. There is also the problem
of determining how credit can best be made available for instrumentalities of
local government and for those quasi-public enterprises which must do the work
which cannot be done by private enterprises.
We have developed several methods of connecting money with men and mate-

rials so as to get useful work done. We shall need to use all of these oppor-
tunities, or, if you choose to put it differently, we must meet all of tlie demands
made on our system, if we are to have lasting prosperity. It is our task to find
and energetically adopt those specific measures whicli will bring together idle
men, machines, and money. In proportion as we succeed we shall strengthen
the structure of democratic economy.

In commenting upon the President's message this morning, I
pointed out that a justifiable inference from what he said in that
message was that he was primarily interested in promoting the in-

vesting of private funds for private profit, and in the development
of free, private, independent enterprise. Tliat comment seems to me
to be amply borne out by the letter which has just now been read
into the records of this committee.

(The letter from President Roosevelt was marked "Exhibit No.
546' and is included in the appendix on p. 4009.)
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The Chaikman. A significant phase of this problem which must
appeal to all students of the problem is the difference between in-

dividual enterprise and collective enterprise. That I conceive to be
one way of differentiating between little business and big business.

Little business is that business Avhich is owned and operated by the
same persons; big business, as we commonly know it, is that enter-

prise which is owned by one group and operated by another. I

think it can be said without error that big business for the most part
has not suffered anything like little business has suffered. It is in

little business that we have one of the biggest lags, and therefore

I am hoping that the results of the presentation will show a way to

stimulate this private, individual enterprise which apparently is so

lacking in our system at this time.

Mr. Nehemkis, are you ready to proceed?
Mr. Nehemkis. I am, sir.

Tlie Securities and Exchange Commission calls as its next witness
Dr. Lauchlin Currie.

The Chairman. Do you solemnly swear the testimony you are

about to give in these proceedings will be the truth, the whole truthj

and nothing but the truth, so help you God ?

Dr. Currie. I do.

Mr. Nehemkis. Before Dr. Currie commences his testimony, Mr.
Chairman, I should like to briefly describe what Dr. Currie will

present to this committee. He shall be asked to testify with respect

to the magnitude of the various outlets for savings since 1921 and
the relation of the total to the national income. In a sense, Dr. Currie,

and I trust he will forgive me for this characterization, will be a
fact factory, an appendix, as it were, to the material presented this

morning by Dr. Hansen.
It is important for the sake of the record that the material that

Dr. Currie will deal with go in at this time. It is essentially the kind
of statistical data that we all have to study in our leisure, but it

does fit in logically at this moment, and when Dr. Currie has com-
pleted his testimony, I should like, then, with the leave of the com-
mittee, to recall Dr. Hansen, who will comment upon and intepret

that material.

The Chairman. I wonder if an}' member of the com.mittee would
prefer to question Dr. Hansen before Dr. Currie makes his state-

ment. Are tliere an}^ questions in the mind of anybody here? Ap-
parently not. You may proceed.

TESTIMONY OF LAUGHLIN CTJEEIE, ASSISTANT DIRECTOR, DIVI-

SION OF RESEARCH AND STATISTICS, BOARD OF GOVERNORS OF
THE FEDERAL RESERVE SYSTEM, WASHINGTON, D. C.

Mr. Nehemkis. Dr. Currie. you are, I believe. Assistant Director
of Kesearch and Statistics of the Federal Reserve Bonrd; is that
correct ?

Dr. Currie. That is right.

Mr. Nehemkis. You have been at one time instructor in economics
at Harvard University; is that correct?

Dr. Currie. That is correct.
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Mr. Nehemkis. You luive also been professor of international

economics at the Fletcher Graduate School of LaAv and Diplomacy;
is that correct ?

Dr. CuREiE. Correct.

Mr. Nehemkis. You have also been associated in a professional

capacity with the Treasury Department of the United States ; is that

correct ?

Dr. CuRRiE. That is correct.

Mr. Nehemkis. Are you prepared. Dr. Currie, to testify with

respect to the matters embraced in the statement which I made
previously to the committee^

Dr. Currie. I am.
Mr. Nehemkis. And were the several charts to be offered during

the course of your testimony prepared under your direction?

Dr. Currie. They were.

Mr. Nehemkis. Are they based upon stauistical data which you
believe to be authentic and reliable?

Dr. Currie. They are,

Mr. Nehemkis. Please proceed, then. Dr. Currie, indicating as you
go, the charts and the data that you wish to present to illustrate and
support your testimony.

relation of savings to IN^'ESTMENT

Dr. Currie. Mr. Chairman and members of the connnittee, I have
been asked to present information relating to the magnitude of the

various outlets for saving since 1921 and the relation of the total to

the national income. The data which I shall present have been
worked up in the Division of Research and Statistics of the Board
of Governors of the Federal Reserve System, of which Dr. E. A.
Goldenweiser is the Director. Being mostly of a preliminary nature,

the data have not as yet been published in the present form.
It may make it easier to follow the charts and figures presented

and to appraise their significance if they are prefaced by a brief

description of the conception of the way our economy works which
underlies the choice of charts and figures placed before you.

If we think of the national income as a stream of goods and serv-

ices, all represented by their dollar equivalents, we can take the next
step and consider the factors that tend to keep the stream going
uninterruptedly, and the factors that tend to obstruct and divert the
stream. When a person earns wages and spends them for living
expenses as rapidly as he receives them, there is no interruption.
When a corporation takes in money in exchange for the goods it pro-
duces and disburses it at the same rate for wages, materials, power,
and dividends, there is no interruption.
When, however, a part of the wages received or of money realized

for sales is not disbursed but is retained by the individual' either in
the form of cash or of deposits, or is used to pay off debts, or even
if it is invested in securities, there ma}^ be an interruption in the
even flow of the money stream. Whether there is or is not depends
on whether the money thus withdrawn is kept idle, or hoarded, or
whether it is returned to the stream through disbursement for new
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plant and equipment, or for renovation or enlargement of existing

plant, or offset by the expenditure of an equal amount. The money
thus restored continues to he a saving by the individual, but it is no
longer a withdrawal from the income stream.

The analysis underlying the charts and tables here presented, in

other words, separates the act of saving, which when taken by itself

represents a withdrawal from the income stream, from the act of

expenditure which restores the money to the stream. Such a separa-

tion is necessary for a clear analysis and is logical because in most
cases offsetting expenditures are made by groups different from the

original savers. The principal exception is industrial capital ex-

penditures financed out of corporate income and depreciation allow-

ances, and even there the act of saving and the actual capital expendi-
ture may be quite unrelated to each other.

The selling price of all goods produced covers not only the current

expenses of wages and materials but also depreciation and depletion

charges, taxes, interest, and profits. Some of these funds are retained

by business; others are paid out to individuals and some of these,

especially interest and dividends, are likely to be saved. Hence, only
a portion of the gross national income is available for consumption.
If the stream of money payments is not to decline, an amount equiva-
lent to the portion of the gross national income not spent on con-
sumption must be spent on plant and equipment, etc. It is proper,
therefore, to speak not only of outlets for saving but of offsets to

saving.

It IS not implied in this analysis, as is sometimes believed, that
there is something uneconomic or antisocial in the act of saving.
From the point of view of an individual it is a natural and prudent
act, and from the point of view of the economy as a whole it is neces-

sary in order to provide a source of funds for the replacement and
\ expansion of our plant and equipment. The point is simply that if

' money is withdrawn from the income stream by saving, it has to be
offset by an equal expenditures on plant, etc., if the flow of money
payments and the total demand for goods of all kinds is not to be
interrupted.

The most commonly accepted definition of saving, as applied to

the Nation as a whole, is that it is the difference between the national
^income and the amount spent out of that income on consumption.
Since the national income is the value of all goods and services pro-
duced in a period, the total volume of saving is also the difference
between the value of goods and services produced in a period and the
value of goods and services consumed. In other words, the volume
of expenditures on plant and equipment, construction, etc., maj' not
only be regarded as an offset or outlet for current saving, but it is

also a measure of saving as just defined.

It is obvious that the larger the portion of a given national income
that is withheld from consumption, the larger must be the expendi-
tures that represent offsets to saving, if the national income is not

. to decline. To state the reverse of this pro])osition, tlie larger the
portion of income that is spent on consumption, the smaller need be
the volume of capital expenditures to sustain the given national
income. How much income will result from a given increase in capi-
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tal expenditures depends on the proportion of the additional income
that will be consumed and the proportion that will be saved.

Still another inference may be drawn from this line of reasoning.

If it can be established what proportion of an assumed national

income will be saved, or withheld from current consumption, it is also

established how large the outlets for or offsets to saving will have
to be to attain and sustain that national income. Hence the prob-

lem of maintaining full employment is the problem of securing

sufficient outlets for the saving that will accompany full employment.
The following types of expenditures are generally considered to

represent the major outlets for or offsets to gross saving

:

1. Expenditures on plant and equipment charged to capital ac-

count: Tliese are financed from such sources as depreciation allow-

ances, retained earnings, borrowings, and stock issues.

2. Private housing expenditures: Since the bulk of expenditures

on new residential construction is financed by borrowing, and little

comes out of current income, it is customary to consider such expendi-

tures as outlets for saving.

3. Value of the change in inventories : An increase in inventories

represents an increased value of goods produced but not purchased
out of final consumer income. The monetary effect of a change, while

it is taking place, is strictly analogous to the effect of plant and
equipment expenditures.

4. Net additions to disposable cash income attributable to public

bodies: This category is chosen rather than expenditures on public

construction because we are here more interested in the dynamics of

the flow of income than in the measurement of the addition to the

durable goods of the community. Public expenditures that add to

disposable cash income more than tax receipts decrease disposable

cash income, constitute an offset for an equivalent amount of current
saving.

5. Net foreign balance on current account : This represents the

excess of payments received by us from foreigners over payments
made by us to foreigners on other than capital movements. An
excess is a net addition to disposable domestic cash income and hence
may be regarded as an offset to domestic saving. It represents goods
produced and not sold to domestic consumers and hence, for present
purposes, is analogous to plant expenditures.

6. Net change in consumer credit : An increase in this category
might either be treated as negative saving or as an outlet for current
saving. The latter alternative is adopted here.

The figures presented below differ in reliability and are subject to

revision. They are believed, however, to give a reasonably accurate
approximation of the total income-producing expenditures that offset

saving, and to give a more accurate approximation of the magnitude
of current gross savings, i. e., of gross income not spent in consump-
tion, than is now possible to obtain by direct measurement. Most of
the series are available only on an annual basis.

Mr. Nehemios. Mr. Chairman, I offer in evidence the chart en-
titled "Income-Producing Expenditures That Offset Saving," and the
accompanying tables. I ask that the clerk be requested to mark this
chart and the accompanying table.
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The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 547" and appears

on this page. The statistical data on which this chart is based are

inchided in the appendix on p. 4010.)

OUTLETS FOR SAVING 1921-19 38

Dr. CuRRiE. The first five charts I am about to present bring to-

gether in finer details these six categories I have just mentioned as

making up the total of the type of expenditures that provides an
outlet for or an offset to current saving, and the total is by inference

a measure of the total saving of the community.
In the first chart, "Exhibit No. 547," I plot all plant and equip-

ment exj)enditures for industrial, commercial, and agricultural pur-

poses broken down into plant and equipment.

Exhibit No. 547

INCOME- PRODUCING EXPENDITURES THAT OFFSET SAVING

BILLIONS OF DOLLARS

11

10

9

8

7

6

5

4

3

2

1



CONCENTRATION OF ECONOMIC POWER 3525

(The chart referred to was marked "Exhibit No. 548" and ap-

pears on this page. The statistical data on which this chart is based
are inchided in the appendix on p. 4010.)

The Chairman. The chart and table may be received.

Dr. CuRRiE. "Exhibit No. 548" is a break-down of income-produc-
ing expenditures that offset saving into four categories, mining and
manufacturing, commercial and miscellaneous, all public utility

(which includes electric power, telephone, transit, gas, and others),

and railroad.

It will be observed that by 1937 mining and manufacturing plant

and equipment expenditures together exceeded the 1928 level and was
exceeded only by the peak 1929 level.

Exhibit No. 548
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tion of the discussion you have been hearing, together with the accom-
panying table.

The Chairman, The chart and table may be received
(The chart referred to was marked "Exhibit No. 549" and appears

iin this page. The statistical data on which this chart is based are
included in the appendix on p. 4011.)

Dr. CuRRiE. In "Exhibit No. 549" I show the value of the change
in inventories yearly, the change in the foreign current account bal-
ance, and the absolute amount of expenditures on agricultural plant
and equipment. The level of foreign current account balance through-
out the twenties was generally associated with the large volume of
foreign loans we made at that time which tended to increase our ex-
ports relative to our imports. It went to a negative figure in '36 and '37,

Exhibit No. 549

INCOME PRODUCING EXPENDITURES THAT OFFSET SAVING -CONTINUED
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equipment ; but agriculture is included. I think the only final obser-

vation I would make on this chart is to draw attention to the verj

large increase in inventories in 1936 and particularly in 1937. The
increase in inventories in '37 was the highest for any post-war year

since 1920—$4,000,000,000.^
The Chairman. Do I understand from tliese charts that the ex-

penditures of agriculture during this period represented by the

charts have been at least equal, if not greater than expenditures for

railroads ?

Dr. CuKRiE. Yes; that is true.

Mr. Nehemkis. Mr. Chairman, I desire to offer in evidence a chart

entitled "Income-Producing Expenditures That Offset Saving," a

further continuation of Dr. Currie's discussion.

The Chairman. The chart and table may be received.

(The chart referred to was marked "Exhibit No. 550" and appears
on this page. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4011.)

Exhibit No. 550

INCOME-PRODUCING EXPENDITURES THAT OFFSET SAVING-CONTINUED

BILUONS OF DOLLARS
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The recovery has been even less marked in the case of nonprofit insti-

tutional construction,

Mr. Henderson. Dr. Currie, all these charts are plotted on the

same basis; so if you wanted to relate, as the chairman did, agi-icul-

tural expenditures to private housing, you could superimpose the two

charts.

Dr. CuERiE. They are all on the same scale, these first five charts.

There was a growth of nearly 1 billion in some years in the net out-

standing volume of consumer credit throughout the twenties, build-

ing up to a figure of 8 billion dollars in 1929. The increase since '33

has been very rapid with 31/2 -billion expansion in the total volume
of consumer credit from '33 to '37, inclusive. The increase of con-

sumer credit outstanding in 1937 and the absolute volume outstanding

at the end of the year were both larger than the comparable 1929

figures.

Mr. Nehemkis. Mr. Chairman, I offer in evidence a chart entitled

"Income-Producing Expenditures That Offset Saving," continuing

Dr. Currie's testimony.

(The chart referred to was marked "Exhibit No. 551'' and appears

on this page. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4011.)

Exhibit No. 551
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The Chairman. The exhibits may be received.

Dr. Currie. This chart represents an attempt to measure the net

addition to the disposable cash income of the community attributable

to both Federal and State and local public bodies. It represents, gen-

erally speaking, the excess of expenditures that go into income made
by public bodies over tax collections that represent a deduction from
disposable cash income.
The Chairman. Does this line representing Federal expenditure

include all P. W. A. expenditures?
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Dr. CuRRiE. Yes, sir.

The Chairman. What allowance have you made for a contribution

by local governing bodies by way of bonds which they have issued?

Dr. CuKRiE. That comes in the dotted line "State and local."

The Chairman. So that the Federal line includes onlv the grants

ontheP. W. A.?
Dr. CuRRiE. That is right, sir.

The Chairman. As far as P. W. A. is concerned?
Dr. CuRRiE. That is right. It will be observed that throughout the

twenties local bodies provided an annual offset to saving of around
$1,000,000,000 a year. Since 1932, instead of providing an outlet ior
savings, they have actually added to the supply of savings. Incoming
tax receipts have more than counterbalanced expenditures going into

current income and there has been a net retirement of debt and net

addition to cash balances on the part of local and State bodies, so that

the position in the last few years in comparison with the twenties i&

exactly in reverse with reference to the Federal Government and the
State and local bodies.

Mr. Henderson. That means that all during the twenties when the-

Federal Government was retiring its debt at a faster rate than it wa&
issuing debt, it was also adding to savings, wasn't it ?

Dr. CuRRiE. That is right.

Mr. HiNRicHS. If I read that chart correctly, it means that the net
addition by all types of government in 1937 was almost precisely

identical with that in 192'9, is that correct, except that there had
been a reversal; that whereas there Mas a very small decrease in the
Federal debt in 1929, there was an almost identical decrease in State-

and local debt in 1937 ; whereas the State and local governments had!

contributed $1,000,000,000 of construction borrowing over what it

may have been in 1929; that $1.,000,000,000 was contributed in 1937

by Federal Government borrowing?
Mr. Nehemkis. Mr. Hinrichs. if I might call your attention, I

have no objection—and I know the witness would be delighted to go
into much detail; however, one whole session of these hearings will

be devoted to an explanation and exposition of the very question;

you are raising.^ May I request, therefore, Mr. Hinrichs, that you
defer putting your question until that time, so that we may go into,

it in great detail?

Mr. Hinrichs. Pardon the interruption.

Mr. Nehemkis. Mr. Chairman, I offer in evidence a chart entitled

"Mining and Manufacturing Expenditures for Plant and Equipment
and Index of Industrial Production," together with table supporting-

that chart.

The Chairman. The chart and table may be admitted.

(The chart referred to was marked "Exhibit No. 552" and ap-

pears on p. 3530. The statistical data on which this chart is based
are included in the appendix on p. 4012.)

relation of capital expenditures in selected industries to output
in those industries

Dr. CuRRiE. "Exhibits Nos. 552, 553, and 554" illustrate the rela-

tionship of capital expenditures in mining and manufacturing andl

1 Infra, p. 3546 et seq.

124491—40—pt. 9 4



3530 CONCKNTIIATION OF ECONOMIC POWER

railroads and utilities to the output in those various fields. "Exhibit

No. 552," which makes a comparison between the F. R. B. index of

pr()(hiction and the total volume of phmt and equipment expenditures

in minin<2; and manufacturing;, su<i;«>ests a remarkably ck)se relation-

ship in ti-eiids between ca|)ital expentlitures anil industrial produc-

tion, so that plant and e((uipment ex})enditures bore the same relation

to the volume of production in lOJ^T as they did in 1928, and indeed
all Ihroufih the period, l)ut 11)28 happens to be the year in wliich the

absolute volume ol" ex[)enditures was the same.

Mr. IIenukhson. It sufj^ests also that every time i)roduction has
turned down, the expenditures for minino; and m^lnufacturing have
likewise turned down.

Ex II HUT No. 552

MINING & MANUFACTURING EXPENDITURES FOR PLANT & EQUIPMENT

& INDEX OF INDUSTRIAL PRODUCTION
BILLIONS OK DOLLARS
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we can get installed capacity. It should be remembered that when
the output line goes above the capacity line, that does not mean
actual output in excess of capacity. That is just in relation to

the base period, 1926 to 1930, which is 100.

It will be observed that in terms of that relationship of output to

capacity on January 1, 1926 to 1930, when output exceeded capacity,

you had a very high or rising volume of capital expenditures in

electric power. When output fell short of capacity relative to that

period, you had a drastic decline in expenditures for plant and

equipment.
It also comes out very clearly on the chart how the total installed

capacity continued to increase until 1932, whereas the peak output

declined in the depression, and it was not until January of 1937 that

output again exceeded capacity relative to the late twenties.

Exhibit No. 553
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It was in 1937, too, that we first began to get a fairly substantial

volume of expenditures in electric power, though they were still

some 300 million short of the level prevailing throughout the middle

twenties.

Mr. Nehemkis. Mr. Chairman, I desire to offer into evidence at

this time a chart entitled "Kailroad Equipment Expenditures, Avail-

able Freight Cars, and Carloadings," together with the accompany-

ing data.

The Chairman. They will be received.

(The chart referred to was marked "Exhibit No. 554" and ap-

pears on p. 3532. The statistical data on which this chart is based

are included in the appendix on p. 4012.)

Dr. CuRRiE. Reading from the top to the bottom of this chart,

the first line being the average freight cars owned by all class 1
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railroads ; the second line being the average serviceable cars, the dif-

ference between the two lines being bad-order cars; the third line

being the carloadings in the highest week, the annual peak carload-

ings; the fourth line being total equipment expenditures for rolling

stock; the bottom line the lowest reported surplus cars prevailing at

the time of the peak carloadings.

The shortage of equipment in the early twenties is illustrated by
there being no surplus cars left at the time of the yearly peak. That
was accompanied by a very large volume of expenditures for equip-

ment, which brought about some increase in the total freight cars

owned. Expenditures fell after that shortage definitely had been made
up and remained between three and four hundred million throughout
the latter years of the twenties. The very substantial decline in car-

loadings since 1929 has resulted in a large volume of surplus cars

existing every year during the peak traffic period and a virtual cessa-

ExHiBiT No. 554
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A final point I might make is that the vohnne of equipment expend-

itures alone on rolling stock in 1937 by the railroads approximated

the level of the late twenties, 1928, and 1929.

Mr. Nehemkis. I offer in evidence a chart entitled "Composition of

Income-Producing Expenditures That Offset Saving," together with

the accompanying table.

The Chaieman. The chart and table may be admitted.

(The chart referred to was marked "Exhibit No. 555" and ap-

j>ears on p. 3534. The statistical data on which this chart is based

are included in the appendix on p. 4013.)

COMPOSITION OF TOTAL EXPENDITURES OFFSETTING SAVINGS 1921-193 8

Dr. CuRRiE. In "Exhibit No. 555" I have attempted to illustrate

both in absolute terms and percentage terms the composition of the

total of all these types of expenditures that offset savings, and hence

by inference the total of saving in the community, in 1925 and 1937,

years when the national income was fairly close, and 1929, the peak
year both for national income and for capital expenditures.

I will direct your attention first to the center column, which con-

tains the names of these various segments—"Change in inventories,"

"Change in consumer credit," "Foreign balance," "Housing and non-

profit institutions." "Other plant and equipment." "Railroad and
utility," "Mining and manufacturing," that whole group making up
"Plant and equipment," and finally, at the bottom. "Government,"
both Federal and local.

The Chairman. What do you classify as the income-producing

expenditure of government?
Dr. CuRRiE. The net addition to the disposable cash income of the

community, the excess of expenditures that go into income over tax

receipts that withdraw money.
The Chairman. So that you are not referring to the actual invest-

ment by government in an income-producing device or enterprise.

Dr. CuRRiE. No. In that way my figures differ from those pre-

sented by Dr. Hansen this morning, where he just gave figures of

public construction, regardless of whether it was financed by taxes

or borrowing.
Contrasting 1937 with 1925, it is pretty obvious that the big changes

"were in inventories and housing and nonprofit construction. In the

former year inventories amounted only to 9 percent of thf total; in

1937, to 28 percent. In the former year, housing amounted to 33 per-

cent of the total; in 1937. only to 11 percent.

Total plant and equipment expenditures were about the same per-

centage of the total in tlie 2 years, 47.5 in 1925 and 49.6 in 1937.

Mr. Henderson. On the basis that you have explained earlier, then,

the difference between plant and equipment in 1929 and 1925 might
account for the higher national income in those periods.

Dr. CuRRiE. That's right. That is about the only substantial in-

crease, I believe, as you go up the line. Inventories are slightly higher

too. In terms of what Dr. Hansen was saying as he concluded his

testimony, of the importance of the composition of the total, 1929

shows some worsening from 1925, housing being smaller, shrinking

from 33 percent of the total to 19 percent, inventories being larger.
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Mr. Henderson. And part of that is made up in the expansion of
equipment and new plant expenditures.

Dr. CuRRiE. That is right.

Exhibit No. 555

COMPOSITION OF INCOME- PRODUCING EXPENDITURES

THAT OFFSET SAVING
BILLIONS OF DOLLARS BILLIONS OF DOLLARS
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MINUS Z %

The total share provided b}^ plant and equipment expenditures in
mining and manufacturing was as liigh in 1937 as in 1929—20 percent
in both cases of the total.
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Mr. Henderson. Is this an entireh' new cliart that hasn't been made
aA-ailable to the public before?

Dr. CuRRiE. That's riglit ; it is entirely new.

Mr. Nehemkis. Mv. Cliairman, may I offer in evidence a chart en-

titled. "National Income and Total Income-Producing Expenditures

That Offset Saving," together with supporting data ?

The Chairman. The chart and table may be received.

(The chart referred to M^as marked "Exhibit No. 556" and appeal's

on this page. The statistical data on which this chart is based are

included in the appendix on p. 4013.)

Representative Reece. Before he leaves the other chart, would you
mind the explanation being repeated for the first item in those

columns ?

Mr. Nehemkis. Dr. Currie, have you the question put to you by
Congressman Reece ?

Exhibit No. 556
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Dr. CuRRiE. That is right. It does not correspond to the ordinary
cash-deficit figures, because there have been many adjustments made
in these figures. For instance, we inchide the purchase of domesti-
cally mined gold and silver, even though that does not come into the
Budget at all.

Representative Reece. I was interested in getting the difference, in
view of the fact that the figures didn't appear to be in harmony with
those Dr. Hansen gave this morning.

Dr. CuRRiE. He was speaking of public construction ; I am talking
about the difference between taxes and expenditures.
The Chairman. From that chart, so long as we have interrupted

you, Doctor, it is evident that for the year 1937 the contribution of
private housing was more than twice as great as the contribution of
Government, and the contribution of change in consumer credit was
6.6 percent against the Government percentage of 5.3 percent?

Dr. CuRRiE. That is true.

The Chairman. So that that was greater. In other words, the
contribution of the Government in the sense that you have defined it

here was the smallest of all the contributions that were made to
income-producing expenditures during the year.

Dr. CuRRiE. Except foreign balance, which in that year .was a
negative quantity, minus 0.2 percent.

Tlie Chairman. Oh, yes; the foreign balance in 1929 was 2.5 per-
•cent, in 1925 it was 2 percent, and a minus 0.2 percent for 1937.

Dr. CuRRiE. That is right.

TIELATIGN OF INCOME-PRODUCING EXPENDITTXRES OFFSETTING SAVINGS TO
THE NATIONAL INCOME

Dr. CuRRiE. I turn now to the second part of the data requested of
me, the relation of income-producing expenditures that offset saving
to the national income. Since the figures presented to this point in-

•clude gross capital expenditures on buildings, plant, and equipment,
it is proper to relate them to figures of national income before deduc-
tion of depreciation allowances.

For our present purposes we may call this series the gross national
income as distinguished from the customary national income, which.
is net. Also, for present purposes, I have adjusted the income-pro-
ducing expenditures series by adding 60 i^erccnt of the aggregate
volume of the current year to 40 percent of the preceding year.

Mr. Henderson. I am afraid I didn't get that explanation. Dr.
Currie.

Dr. Currie. Instead of taking the absolute total of all income-
producing expenditures that offset saving for a gi\^en year, I have
taken 60 percent of that year plus 40 percent of the preceding year,

so as to smooth the series, which is better, I think, for the current
purposes for whicli I am going to use this chart.

Mr. Nehemkis. You might. Dr. Currie, before you continue,

clearly differentiate, if you will, the difference between gross national

income and net national income.
Dr. Currie. The difference, which is shown to be quite slight on

this chart, actually amounts to around $8,000,000,000 in recent years,

and is attributable to the fact that we have taken national income
Itefore deduction of depreciation for both business and residences,
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SO the gross national income includes expenditures for replacement
goods as well as for new capital to offset depreciation, as well as

for net expansion of capital.

There are several interesting things that I think are borne out by
this chart. In tlie first place, there is an obvious tendency for the

expenditures representing offsets to savings to increase more rapidly

than income as you emerge from a bad depression. That is under-
standable because you tend to save more income as income increases.

The proportion of income saved tends to increase with an increase in

income.
There is, however, one exception, a very interesting exception, to

that general rule; that is, the period 1923 to 1928 was a period

broadly speaking in which you had a stable volume of these types

of expenditures that offset saving, and hence by inference saving,

associated with a rising trend of national income. In other words,,

from 1923 to 1928, apparently consumption was increasing relative

to income.
One suggestion offered to account for that would be the influence

of the stock-market speculation in tending to stimidate consumption.
Not only did rising stocks decrease the inducement for individuals
to save, but an enormous amount of savings must have been canalized

through the medium of brokers' Joans and cashing of paper profits

back into consumption again, so that, I think, was a force in the late

twenties tending to hold down saving relative to income, or. in-

crease consumption relative to income, and hence make it possible

for a more or less stable volume of capital expenditures to support a

rising national income.
Another point I should like to make in this chart is that by 1937

we were apparently saving as large a proportion of the gross national
income as we did throughout the twenties. In fact, the percentages
come out exactly the same, the average for 1923-'29 being 19.2 percent,
the figure for 1937 being 19.2 percent.^

The Chairman. Will you show" the spots on the chart which dem-
onstrate the conclusions which you have just drawn?
Dr. CuRRiE. Those spots. Senator, are for my next conclusion, and

that is that if this relationship holds in the future as it has held in
the past for relatively prosperous periods, in other words as we get
up toward eighty and ninety billion dollars income, if we save as
large a proportion of that national income as we did in the twenties,
a national income gross of one hundred billion, or a net of ninety bil-

lion, would have to be associated with $19,000,000,000 of capital expen-
ditures of the type that offset saving.

If, of course, we save a larger proportion of our income, you would
have to have a correspondingly larger volume of saving offsetting
expenditures. If we save a smaller part of our income, you will
have a smaller volume of saving offsetting expenditures.

Mr. Henderson. As I understand it, you are making no suggestion
on policy. What you are saying is that in the concept of $90,000,-
000.000 of income, on the basis of what the experience in saving has
been, we would have to have something like $19,000,000,000 of these
various income-producing expenditures which you have just been

1 Revised percentages are 19.4 and 17.8. See revised figures subsequently submitted;
by Dr. Currie, appendix, p. 4122.
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illustrating in jour charts in order to make up the national income
at that level.

Dr. CuRRiE. That is right.

Mr. Henderson. And so the prospect would be that we have to be
thinking, based on past experience, of a comparable expansion in in-

vestment or income-producing expenditures in the future, rather than
less under the present terms.

Dr. CuRRiE. That would be my inference.

Mr. Nehemkis. Dr. Currie, before you leave the stand do you wish
me to offer in evidence certain statistical tables wdiich support some
of the statements you made a few moments ago ?

Dr. Currie. Yes. And also the appendix containing the source of

the figures I have used in making up the charts and tables.

Mr. Nehemkis. Mr. Chairman, I offer in evidence a table entitled

"Supplementary table I-a, plant and equipment expenditures by
type of business."

(The table referred to was marked "Exhibit No. 557" and is in-

cluded in the appendix on p. 4014.)

Mr. Nehemkis. I likewise offer in evidence "Appendix on sources

and methods to statement submitted to the Temporary National Eco-
nomic Committee by Dr. Currie."

The Chairman. The material may be received.

(The appendix referred to was marked "Exhibit No. 558" and is

included in the appendix on p. 4015.)

Mr. Nehemkis. Thank you very much, Dr. Currie.

Mr. Chairman, if it please the committee, I wish now to recall Dr.
Alvin Hansen.

TESTIMONY OF ALVIN HARVEY HANSEN, PROFESSOR OF POLITI-

CAL ECONOMY, HARVARD UNIVERSITY, CAMBRIDGE, MASS.—
Resumed

Mr. Nehemkis. Dr. Hansen, are you pre])ared to continue your
testimony at the point you left off this morning and comment upon
the testimony just given by Dr. Currie?

Dr. Hansen. Mr. Chairman, members of the committee, I should
like to remind you that the charts that Dr. Currie has presented relate

to capital outlays which include not only expansion, but also capital

outlays for replacement and renewals. If I may revert to the chart,

because I wish to make a comment about it, that I presented this

morning ^ and call attention to the fact that for business capital

outlays, in the good years of the twenties a very much larger amount
of capital outlays was for replacements and renewals than for plant

and equipment expansion. In fact, the ratio is about 2 to 1.

importance of depreciation and depletion allowances in volume
of funds available for capital purposes

Dr. Hansen. A significant characteristic of the highly developed in-

dustrial system is the increasing importance of depreciation and deple-

tion allowances as a source of funds for capital outlay on renewal and
replacement of plant and equipment. When a society has accumulated

1 See "Exhibit No. 544," supra, p. 3509.
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a vast amount of capital goods, it is evident that the mere expendi-

ture of depreciation allowances provides wide scope for continuous
improvement of plant and equipment. The larger the amount of

capital equipment, the larger will be the depreciation, depletion, and
obsolescence allowances which are available each year for capital

outlays. Frequently large portions of these allowances are available

not merely for renewals and replacements, but even for new and addi-

tional equipment. The expenditures from depreciation and deple-

tion allowances may often have no relation to any specific worn-out
machines. Newly built plant and equipment will not need to be
replaced for many years and sometimes even decades, yet the annual
depreciation allowances on such equipment will be available year by
year for expansion.

Obviously, a society with large depreciation and depletion allow-

ances can modernize and improve its capital equipment in producing
continuously new technics and even at times expanding its plants

and equipment without tapping any new^ savings. On the other hand,
there is an offset that, especially in periods of rising prices, it

may well be that the accounting allowances do not adequately cover
the true economic depreciation. At all events, highly developed units

are prepared to make large capital outlays and to produce a vast
amount of plant and equipment without going to the market for new
funds at all. According to a study by Dr. Fabricant of the National
Bureau of Economic Research, depreciation and depletion allow-
ances amounted in 1929 to over $5,000,000,000, while from an esti-

mate by Mr. George Eddy in the Review of Economic Statistics for
May 1937, only $2,000,000,000 of new productive issues were raised
by corporations in the capital markets.
Mr. Henderson. Does that mean tw^o and a half times as much

available from the depreciation account as w^as supplied through
the capital markets ?

Dr. Hansen. Two and a half times as much available; yes, sir.

Mr. Henderson. In 1929?
Dr. Hansen. In 1929. But a full-fledged recovery calls for some-

thing more than the mere expenditure of depreciation allowances.
It requires large capital outlays on plant and equipment expansion,
whether private or public. Unless there is expansion of productive
equipment and new construction there will be no outlets for new
savings, and if savings are not invested either by the saver himself
or by a borrower on plant expansion and the like, they become hoards
or idle funds. As hoards or idle funds they not only do society no
good, but do positive harm. Hoarded savings cause unemployment
in the capital-goods industries.

The Chairman. Is it necessary, Doctor, if I may interrupt you, to
have an offset for any saving except the saving which is hoarded ?

Dr. Hansen. Yes; it is necessary to have an offset for all saving.
Otherwise, you will have a decline in the national income owing to
the fact that a part of the previously received income will not be
spent in the commodity markets, and consequently you get a decline
in the national income unless there is an offset to the entire volume
of new saving.

The Chairman. But Dr. Currie told us that the total volume of
savings is the difference between the value of goods and services pro-
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diiced in a given period and the vahie of goods and services

consumed.
Dr. Hansen. Yes : I noted that point. I should say M'hen I speak

of the diiference lietween income and consumption, the part that i&

saved, I am referring to the income previously realised as against

the consumption of the current period. If you define your savings

as the diiference of current product and current consumption, then of

course it must always be true that savings and new investment are

exactly equal, and in the current literature there has been much dis-

cussion about these definitions, but I think they are not important in

understanding the problem, once one sees how the different individ-

uals use the terms.

The Chairman. Savings which go into capital formation, to use

the phrase that you adopted this morning, are a contribution to

national income, aren't they?

Dr. Hansen. That is right. Savings that go into capital forma-
tion are a contribution to the national income exactly as consumption,

expenditures are a contribution to the new income stream.

Mr. Frank. Dr. Hansen, in effect your definition of hoarded sav-

ings is that portion of the savings that goes neither into consump-
tion nor into investments.

Dr. Hansen. Yes: that portion which was in fact not offset by
capital outlays. The remaining savings were offset by capital out-

lays, and therefore those savings were not deflationary.

The Chairman. What, in your judgment, is the difference between
the effect on the economic machine of that contribution which comes
by way of a net saving which is invested in capital formation and a

borrowing which is invested in capital formation?
Dr. Hansen. The borrowing merely represents an absorption of a

part of the savings.

The Chairman. Unless the borrowing comes from a source which
has accumulated through saving, it does not constitute a contribution

to national income, does it?

Dr. Hansen. Well, the expenditure on capital outlays does make a

contribution to national income, and those expenditures must come
from savings or from new loanable funds supplied by the banks.
The Chairman. It makes a temporary contribution, but borrow-

ings which exceed available savings make only annual use or
contribution to national income, do they not ?

Dr. Hansen. Well, Senator, I should not say so. I thhik that

such capital outlays which are in excess of savings from income, and
let us say are financed by borrowing from banks, represent a net

addition to the current income, and that amount of capital outlays
would in all probability represent an expansion of the national income
over and above the realized income of the previous period.

If 3'our capital outlays merely absorb the savings out of previously
realized income, you are holding your income stable. It is not ad-
vancing, but if you have capital outlays in excess of that amount,
your income w^ill be advancing. Now, there is one other way, of
course, in which your income could advance, and that is by an
expansion of consumption expenditures.

The Chairman. What I am trying to say, and probably having^

a great deal of difficulty in doing it, is that the saving or the con-
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liibution to national income which is really beneficial to the national

economy is that which comes from excess production over

consumption.
Dr. Hansen. Yes; that is, I think, Senator, a somewhat different

story, though it certainly relates to what we are talking about.

That is to say, your capital outlays on new plant and equipment, it

is highly significant for the economy, and in a sense as much more
significant for the economy than consumption expenditures, for the

reason that it gives you a more productive plant out of which you

can increase the national income.

The Chairman. Well, the whole people, considered as a unit, can-

i:tot invest in new productive enterprise what they have not already

somehow produced.
Dr. Hansen. Well, they are currently producing it, Senator; they

are currently producing it and the capital outlays currently produced

in real terms—you might, of course, have a change in the value of

money or change in price level, but the capital outlays in real terms

are beneficial to society, certainly, whether those funds were raised

out of voluntary savings from income or out of an expansion, let us

say. of bank credit.

Mr. Henderson. That might be true of consumer credit also, Dr.

Hansen ?

Dr. Hansen. Yes; it might be true of consumer credit also.

Mr. Henderson. The point is that if you use bank credit for an
expansion of producing equipment, it is likely to yield more real

wealth.
The Chairman. The discussion is getting so interesting. Doctor,

that we are violating our rules on all hands, and Mr. Ballinger wants
to contribute to the violation, and I think I can't rule against him.

Mr. Ballinger. Dr. Hansen, I understood you to say that in order

to achieve full prosperity we have to have more expansion of existing

plant equipment, more saving power in the industry. Noav, I may
be wrong on this ; if I am you can correct me at once. I understand
that in 1929 there was considerable idle plant capacity in American
industry, and I understand that was true in 1928, and true in 1927.

Now, why should we go on the theory that savings will help increase

jiiosperity when we apparently haven't learned the trick of using to

maxijiium the existing plant equipment that we have?
Dr. Hansen. Yes; I think the excess plant capacity in the late

twenties was not so terribly great, and I myself am not terribly

alarmed about excess plant capacity. The problem, essential prob-
lem, that I am dealing with exists whether or not there is any excess

plant capacity'. The importance of savings finding an outlet in real

investment. That is equally important, whether or not there is any
plant capacity. However, the point to which you refer, I think, sir,

I will take up before I am through; and perhaps we might postpone
the question until that time, and if I don't adequately answer it you
may wish to come back at me again; but I am dealing with just the
point you are raising in a little different connection.

Mr. Nehemkis. Mr. Ballinger, on the 24th,^ I believe, Dr. Hansen
will devote an entire session to the very point that you have raised,

and I am sure that you would prefer that he go into it in detail,

- See infra, p. 3S37 et seq., for further testimony of Dr. Hansen.
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which he will at that time, rather tlian in a spotty fashion at this

time.

Dr. Hansen. I am also referring to it in my testimony this after-

noon.
Mr. Ballinger. That is perfectly agreeable to me. I shall await it

with interest, but I was going to say that perhaps another aspect of
this problem might be finding some way to perhaps decrease saving
and pnt more money into consumption goods.

Dr. Hansen. I am dealing with just exactly that point. I would
like to stress, Mr. Chairman, at this point, that capital outlays on
plant expansion and equipment is extremely important in raising the

productive capacity of society and thereby raising real income, but
at the same time I want to stress the point that it is quite wrong to

assume that you can't make any progress in increased productivity

without a large volume of savings, because the depreciation allowances
enable you to renew your plant and equipment and introduce new
techniques and greatly improve your plant, and you can have in

modern times a perfectly enormous increase in your productive ca-

pacity merely by renewing your plant and equipment, merely by
expending your depreciation allowances and not tapping a cent of
savings; you can have very great progress.

Mr. Henderson. In other words, by spending that $5,000,000,000 of

depreciation account on the best technological developments there

could be an increase in productivity without a single dollar of new
savings being used?
Dr. Hansen. That is right.

Mr. Frank. And with the result that you would have the paradox
of increased productivity without a demand for the supplies that in-

creased productivity could supply?
Dr. Hansen. That leads into the intricate question of relation of

consumption to saving, and investment. Also on that point I am
going to refer at the end of my paper

;
yes.

The Chairman. Now for a little while we will try to avoid inter-

ruption. Doctor.
Dr. Hansen. Hoarded savings cause unemployment in the capital-

goods industries, thereby reducing consumption expenditures, which
in turn further reduces capital outlays, and so the national income
falls. Conversely, to get full employment and a full national income
it is necessary to make large capital outlays in plant expansion.

These put to active use the flow of savings, give employment in the

capital goods industries, and this employment in turn raises the level

of consumption expenditures which again stimulates further capital

outlays on plant expansion.
If we can get adequate capital outlays on plant expansion we shall

easily reach full em])loyment on a full-income level, but it is extremely

important to keep firndy in mind the fact that we cannot maintain
full employment unless there is continuously going on a sufficient

vohune of plant and equipment expansion over and above replace-

ment and renewals to absorb the full flow of savings. Savings do us

good or harm according as they find or do not find investment outlets

in productive expansion of plant and equipment and durable goods,

including residential building and public works.
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If we are going to get a full recovery we must have outlays on
capital goods expansion adequate to absorb all our savings, and
when I say capital goods I use the term in a broad inclusive way to

include the entire physical equipment, both private and public, which
enables us to live according to the standards of a modern civilized

community. Capital goods broadly conceived includes not only
factories and railroads but also hotels and private residences and
public works of all kinds.

To get prosperity and full employment we must expand this equip-

ment, unless we are willing to settle down to a chronic stagnation,

chronic unemployment. We must have capital goods expansion ade-

quate to absorb our flow of savings. Through expansion equipment
we can put our savings to active use creating employment and in-

come. How are we going to do this, of course, is the question every-
one is asking. For myself I do not think there is any one panacea.
There is no single answer. There are those who think there is one
perfectly simple answer. Some say the answer is purely and simply
Government spending. I do not think so.

Some say on the other side that the answer is purely and simply
to reduce to the minimum the role of Government in economic af-

fairs. Also, I do not think this is the case.

Mr. Nehemkis. Dr. Hansen, would you please read a little

slower ?

EFFECT OF G0\TEKNMENT ACTION ON THE VOLUME AND FLOW OF THE
NATIONAL INCOME

Dr. Hansen. I do not think there is any simple solution. I think
we have to do a great many things. It is a complicated problem and
we have to attack it from many angles. For one thing, I believe we
should undertake a thoroughly exhaustive study of our complicated
tax structure. With respect to one aspect of our current taxes, our
social security taxes, modifications, in my judgment, should be made
along the lines recently proposed by Secretary Morgenthau. Our
social security taxes have, in recent years, abstracted vast sums largely
from consumption and forced them into the savings stream at a
time when there were inadequate investment outlets for our savings.
In 1937 the net withdrawals were about one billion and a quarter,

including both old age and unemployment insurance. In 1938 nearly
a half billion were paid out in unemployment benefits, but after taking
account of this offset there was still a net withdrawal of around one
billion.

The Chairman. Will you give me those figures again, please?
Dr. Hansen. In 1937 the net withdrawals were about one and a

quarter billion, including both old-age and unemployment insurance.
In 1938 there was paid out in unemployment benefits a half billion,
approximately, but after taking account of this offset there was still

a net withdrawal of around one billion. These withdrawals bore
heavily on consumption. Let me say, however, that I do strongly
favor social security measures, and further I favor a contributory
system in which contributions are made from employers and em-
ployees, but I do not think we should accumulate a large reservoir
in the old-age account.
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We should put it on a pay-as-you-go })asis, with a small contiiigeiicy

reserve. To this end we should liberalize the early benefit payments
along the lines recommended by the Advisory Council on Social

Security and we should not permit the step-up in pay-roll taxes as

of January 1940, in my judgment.
Moreover, we should supplement the contributory system by

Federal contributions from general tax revenues. By these measures
we can remove, it seems to me, the repressive effect of these taxes

on consumption. There are other respects in which our current tax

structure weighs heavily on construction. In 1938 we collected in

J'ederal taxes nearly three and a half billion dollars, bearing primar-

ily on consumption. This includes the social security taxes, includ-

ing the State collections for unemployment insurance, or 50 percent

of the total tax collections. Exclucling social security taxes the figure

is nearly $2,000,000,000 or 36 percent of tax collections. In 1929 only
^30 percent of our tax collections came from soui-ces bearing primarily

on consumption.
Mr. Henderson. What do you include in those besides the social-

security taxes?

Dr. Hansen. Well, I have a list ; it includes commodity taxes,

manufacturers' excess taxes, customs duties, gasoline taxes, and all

of that sort of thing; taxes weighing on consumption, customs and
commodity taxes and excess taxes, which enter into the price of the

•commodity.
Mr. Henderson. Which are generally a withdrawal?
Dr. Hansen. Withdrawal from consumption. In addition the

trend of State and local taxation has been in the same direction,

the States raised about $600,000,000 from general sales taxes, liquor

and tobacco taxes. In 1938, let me say, the figures I gave you before

on Federal taxes include the liquor and tobacco taxes, a very large

part of it.

Now. I do not believe—these sources of revenue were of negligible

importance in 1929 for State and local taxes. Now. I do not believe

we can dispense altogether with consumption taxes, but it is, I think,

generally recognized that our current tax structure is unduly re-

pressive on consmnption. The recent round table of the Fortune
Magazine on taxation and recovery,^ participated in by distinguished

executives and leaders in other fields, was in substantial agreement
on this point. They recommend as an offset to a reduction in con-

sumption taxes an increase in the income tax to be raised from tY\e

so-called middle-income brackets ranging up to $50,000 per year, by
lowering exemptions, and by raising present rates in that so-called

middle area.

By reducing repressive taxes on consumption we could give en-
couragement to expansion, and thus make a contribution to the
solution of our problem. There is, moreover, widespread belief

among many competent leaders in the business community and else-

where that the reform of certain features in our corporate tax struc-

ture is desirable in order to remove repressive effects on e:xpansion.

This opinion justifies, it seems to me, a candid and exhaustive study
of our entire tax structure—Federal, State, and local.

1 Fortune, vol. 19, pp. 67-68, May 1939.
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Most important of all, it seems to me, the Fortune Round Table to

which I have just referred recommends the establishment of a national

tax commission to formulate a long-term tax policy.

There has been much discussion about the importance of increasing

business confidence, or reducing to the utmost possible extent the risk

and uncertainty that confronts the business community. That, I state,

is the essence of this particular problem—risk and uncertainty. This
is of great importance. We are living in dangerous times. The mod-
ern world is loaded with a high risk factor. We are living in a very
tense international world. We are living in a period of rapid insti-

tutional change in our internal economy.
In ovu' complicated modern world we are confronted with intricate

and seemingly insoluble problems of human organization. We are in

process of developing new institutions controlling the relations of
employers and employees. The Social Security Act, the regulations

of the capital market, of public utility, and the like confront business

—

American business—executives with new and difficult problems. For
the most part these changes in our institutional arrangements are, in

my judgment, in some form or other here to stay and business cannot
go forward without recognizing this fact.

Many of the reforms recently introduced were long overdue. Where
mistakes have been made, they must be corrected as rapidly as possible.

We must consolidate and improve these institutions in a statesmanlike
manner. This, I think, we can all take for granted. Business has
learned to live with changing situations in the past; flexibility and
versatility to meet new conditions in a rapidly changing world are

essential for survival of a free enterprise economy and for political

democracy.
The highly dynamic nineteenth-century world was also a world of

high risks. Technical progress itself implies the risk of obsolescence

and depreciation of capital values. Nevertheless, confronted with
alluring investment projects springing from rapidly expanding popu-
lation, the occupation of new territory, the exploitation of new re-

sources, and the growth of new industries, capital outlays were eagerly
made, despite the high risk factors. A rapidly expanding economy
can afford to undertake and willingly does undertake risk.

Yet it cannot be denied that even under the favorable conditions
of rapid expansion heavy losses alongside rich gains were sustained.
Yet, despite these losses, hope always ran higli with respect to new
ventures. Our current less rapidly exj^anding economy is perhaps
in a stronger position to safeguard itself from the risks of technological
innovations, but it is compelled to face larger risks from institutional
change and from social and international u]Dheaval,

It does not enjoy the buoyancy and optimism under which the
rapidly expanding economy of the pre-war century was capable of
riding rough shod over risk.

I think we must face the fact that we live today in a peculiarly
risky world, and this fact does have a repressive eife"ct. It makes the
problem of adequate investment outlets more difficult.

The great fields for private investment outlets are, of course,
manufacturing and mining, utilities, railroads, and residential
constructions.

124491—40—pt.
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Mr. Nehemkis. Mr. Hansen, will you make it a bit slower, if you
will, please?

Dr. Hansen. In the good years of tlie twenties, about $3,000,000,000,

Dr. Currie has shown, were annually expended on manufacturing,

mining, plant, and equipment. This w^as the gross outlay. It in-

cluded not only replacement of w^orn out and obsolete equipment and
plant, but also expansion of plant and equipment, adding greatly to

the productive capacity. According to Dr. Currie's estimate, $3,-

000,000,000 were expended—in other words, an equal amount—in

mining and manufacturing plant and equipment in 1937. With a

rising national income, capital outlays of something over this amount
could reasonably be expected. In 1926 to 1929 the volume of gross

capital outlays on utilities, including electric power, telephone, transit

and other utilities, amounted to 1.7 billions. In 1937 they amounted
to slightly over $1,000,000,000.

Here is certainly an important field for expansion. With respect

to the railroads, the yearly volume of capital expenditures in the late

twenties amounted to about $800,000,000; in 1937 the expenditures

were about $500,000,000. The retirement of equipment in excess of

additions in the past 8 years has created, as Dr. Currie's figures

show, a considerable backlog in the event that railroad traffic should

increase. Residential building, everything considered, v\'ould appear
to offer the most hopeful fieM. The current low level of construc-

tion is partly due, as I have indicated, to the slower growth of popula-

tion, but is also due to the current low level of the national income
and of employment. We are here dealing with a vicious circle. How
far can residential building be pushed to a high level in advance of

a rise of the national income? The backlog of potential demand for

housing which the depression has created will not materialize into a

strong, active demand until people are again employed. Families
will continue to double up, to live in a restricted and congested man-
ner as long as unemployment confronts them, yet it is necessary to

expand the volume of residential construction in order to overcome
unemployment. It is for this reason that active measures are

urgently needed. For one thing, it seems to me that the time has
come when we could well reduce the guaranteed rate of interest

allowed under the Federal Housing Administration regulations ; the

5 percent guaranteed rate with the current surplus of funds seeking
investment appears abnormally high, and is certainly a deterrent to

building which might otherwise be made.

NEED FOR INCREASING THE VOLUME OF GOVERNMENT INVESTMENT

Dr. Hansen. Considering the current investment outlet deficiencies

compared with the decade of the twenties to which I have referred, it

appears very doubtful that we can solve our problem of full employ-
ment by relying exclusively on private investment. Private invest-

ment, it seems to me, will have to be supplemented and, indeed,

stimulated by public investment on a considerable scale. Public
investment could furnish an outlet for a part of our flow of savings,

and thus put them to active use, raising income and employment
above the current chronic stagnation level.

The Chairman. What do you mean by public investment ?
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Dr. Hansen. By public investment, I mean not only investment

in self liquidating- public projects, such as Boulder Dam, but also

investment, in roads and schools. I use the term in a broad way of

capital outlays on durable improvements and projects.

Let me remind you again that even in the decade of the twenties

public investment by State and local bodies in roads, schools, and
other improvements absorbed $1,000,000,000 of savings per year.

The States borrowed that much to make these improvements per

year—State and local bodies. In the current decade local capital out-

lays declined so that State and local borrowings ceased. Local con-

struction was maintained by Federal aid, amounting to $5,600,000,000

from 1933 to 1938. Thus a part of the recent rise in Federal debt

merely takes the place of the former annual increase in State and
local debt. Public investment, financed in part from borrowing,

is not a new development springing from the great depression. It

already played an important role in our economy in the decade

of the twenties.

Some public investments are self liquidating in character. These
offer no difficulty with respect to financing, and about those there can

be, I think, no serious ground for controversy. Yet, because of an
obsolete system of public accounting, we have dumped even these

expenditures into our ordinary operating budget and mistakenly

counted ourselves poorer by reason of the public debt incurred to

finance these self liquidating projects.

About this matter of appropriate accounting I shall speak later.

Mr. Nehemkis. It is also your understanding, Dr. Hansen, that

at a subsequent time in this presentation several items to which you
have referred will be dealt with extensively. Is that correct ?

Dr. Hansen. Yes, sir; I am only illustrating certain points.

I only wish now to stress the point, in view of our current diffi-

culties in finding adequate plant expansion outlets, we should, I think,

explore to the limit all worthwhile self liquidating public projects,

and undertake such capital outlays as rapidly as feasible. I under-

stand that plans have been developed by the Bureau of Public Roads
for revenue yielding types of public investment, such as toll roads,

tunnels, bridges, municipal express highways and boulevards through
congested areas aggregating several billions of dollars. Insofar as

these can be made self liquidating, though financed by borrowing,
they would place no burden upon the Public Treasury, and they would
serve to put to active use a considerable part of the flow of savings

It has also been suggested that rural rehabilitation projects and rural

electrification projects can be put on a self liquidating basis. A rail-

road equipment authority financed outside of the regular budget,
with power to purchase new railroad rolling stock which could be

leased to the railroads as and when needed, might also help our prob-
lem. This might break the railroad's financial log jam and open the

way for an expansion of railway capital expenditures.

There is danger, however, that we stress too much the merit of

self liquidating public projects and loans. There are many poten-
tialities for public investment in areas that are of the greatest social

and economic significance, but wdiich are not self liquidating. They
may, nevertheless, be extremely necessary and useful and even highly
productive in an indirect manner. Expenditures on the conserva-
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lion and development of energy and natural resources may indirectly

raise the national income by very much more than the annual amorti-

zation and interest charges incurred. Insofar as this is the case,

such public investments are in fact profitable in a financial sense,

even though they are not strictly self liquidating.

Public investment in the conservation and increased efficiency of

our human resources can, if wisely expended, be equally productive.

Outlays for hospitalization, public health, pollution abatement,
sewerage projects, public low-cost housing may be no less productive
in an indirect sense than outlays on national resources. The National
Kesources Committee and other branches of the Government have
gone exhaustive!}^ into all these matters. It is not my purpose to go
into any detail, and, indeed, for this I am not competent. I only
wish to illustrate my general thesis.

We cannot afford to engage in irresponsible public spending.

On the other side, we cannot afford to be niggardly with respect

to public investment projects which are either directly or indirectly

])roductive, and which serve to raise the standard of living and
thereby contribute to private business expansion, and especially is

this the case when we have huge unused and idle resources.

The question is always raised, where is the money coming from,
and will we not soon go bankrupt as a government if we borrow for

public investment projects. As far as self liquidating public works
are concerned, there can be no question, I should suppose, that bor-
rowing is a perfectly legitimate and financially sound procedure.
The Chairman. What is a self liquidating project?
Dr. Hansen. A project that, over its lifetime, or within its life-

time, M^ill earn money income that will cover the interest charges
and the initial loan. Boulder Dam, as I understand it, it is said,

will easily return its full initial outlay plus interest charges within
50 years.

The Chairman. Unless we reduce the rate of return, and tho
demand, of course, is being made.
Your answer illustrates the point I had in mind, the fund which

liquidates such a public project must be derived from some source.

Dr. Hansen. The source is the income of this self liquidating
project.

The Chairman. No; the source goes back of that. How is the
income to be ]:)roduced? It must necessarily come from private
sources eventually.

Mr. Nehemkis. Tolls and revenues.
Dr. Hansen. It is simply part of the outlay of the general body

of citizens from their income on the services of this particular proj-
ect. That is identical to the income derived by private business,
which is also deducted from the income of the community and paid
for the services in question.

The Chairman. Then before there is any possibility of the self-

liquidation of such a project, there must first be the means of devel-
oping the income of the citizens who are to pay the rates to the
Government on the project.

Dr. Hansen. Yes; and. Senator, these expenditures themselves
serve to create that income out of which
The Chairman (interposing). That is exactly the point which it

will be interesting to develop.



CONCENTRATION OP ECONOMIC POWER 3549

Mr. Nehemkis. That is to say, Dr. Hansen, you have a concomi-

tant situation. You have high purchasing power. One way of

bringing that about is through these public projects, and at the same

time, as a result of that activity you make it possible for the project

itself to operate on a self-liquidating basis. That is con-ect.

Dr. Hansen. Yes.

The Chairman. Let me give you an example before you finish the

ansAver to the question of Mr. Nehemkis. You have referred to

Boulder Dam. The principal source of revenue to liquidate the cost

of that project comes from the sale of electric power and also, I

think, of water. The principal market for the power is the Power
District of Los Angeles and the fund from which the repayments

to the Government must be made is raised by the rates wdiich the

citizens of Los Angeles and the surrounding area pay to the com-
pan}' which distributes the electric power. Now, if those persons are

not employed, they can't produce the income. If those persons or

any large majority of them are either on relief. State relief or

Federal relief, or on the W. P. A., they are not earning the income
Avhich would make it possible for them to contribute toward the

self liquidation. Does it not seem, therefore—you are nodding in

agreement with what I say.

Dr. Hansen. Yes; I am.
The Chairman. Does it not seem, therefore, that the first step is

to provide employment before you can develop income for self-

liquidating projects?

Dr. Hansen. This is a part of that process.

The Chairman. I would like to see you tie the two together.

Dr. Hansen. I have been trying to explain all through that income
springs currently out of current consumption expenditures spent out
of previously realized income and current capital outlays, and these

capital outlays made on projects of this sort are income creating
currently. Capital outlays on new plant and equipment are income-
creating not only in this sense of which I am now speaking, namely in

creating a part of the current flow of income; they are also income
creating in another sense—and I think we need to distinguish—in

the respect that expansion of plant and equipment increases the pro-
ductive power with which we can make inore goods. But whether
that is the case or not, currently flow of income springs from these
capital outlays, out of which individuals make further expenditures
in the next period on consumption goods or on capital outlays. So
that currently your income is all the time created out of the expendi-
tures from previously realized income for consumption goods and for
capital outlays, and a capital project is income creating I should say
in two senses, first in the sense that I am speaking of it, and second,
in the sense that it raises the productive power of society to increase

the volume of real goods created.

Tlie Chairman. But in an economic society in which there are be-

tween 10 and 11 million persons unemployed and between 2 and 3

million people drawing security wages from the Government, how is

it possible that by the deficit spending on plant and equipment by
the Government which according to the chart just presented by Dr.
Currie constitutes less than 6 percent of the total income-producing
expenditure—how is it possible, I say, under those circumstances to
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imagine that merely added expenditures by the public for the con-

struction of new plant will produce the salary or w^age income to the

unemployed of a sufficient amount to start the wheels going again
and even to liquidate these projects?

Dr. Hansen. That, Senator, all depends on the volume, as to

whether it is sufficient or not, but it operates precisely in the same
manner as private outlays on plant and equipment, and in the event

that the public projects are also directly productive, not only does it

increase the flow of the income at the moment but it also increases

the productive power just as the expansion of private plant and
equipment does.

The Chairman. When we find a column here, as in "Exhibit No.
555" ^ presented by Dr. Currie, in which 20 percent of the income-
producing expenditures have been contributed by mining and manu-
facturing, 10.3 percent by railroad and utility operation, 19.3 by other

private plant and equipinent—I have interpolated the word "private"

because I understood that to be the gist of the term; 11 percent by
housing and nonprofit institutions, 6.6 percent by changes in con-

sumer credit, and 27.7 percent by changes in inventories, how is it

possible to expect that self-liquidating public enterprises which must
necessarily go into this little segment at the bottom of only 5.3

percent will produce the wages to the masses of the people which
must lie at the bottom of the new structure of prosperity?

Dr. Hansen. I think I see the point to your question now. Senator.

It so happens that in this year 1937 the large public works expendi-
tures that were made by the Federal Government was to a very con-

siderable extent offset, its expansionist influence was to considerable
extent offset in that year by the social security taxes. That is one
important offset, so thnt in that year the net income creating ex-

penditures of government was considerably smaller than in the pre-

vious year. It is for that reason it seems to me that we have to take
cognizance in connection with these matters also of our tax struc-

ture and our social security taxes. We may offset the expansionist
advantage of public-work construction by other policies which deduct
just that much from tlie income-creating factors, and that particular
year was a year in w^hich because of all of these matters the net income-
creating expenditure of government was very small. In other years
it was very much bigger.

Mr. Frank. Doctor, you might turn to page 13 of Mr. Currie''s

pamphlet, the table there and the chart - show the differences between
income-producing expenditures that offset savings for the 2 years.

It is a very significant figure that bears out what you have just

been saying.

Dr. LuBiN. Mr. Hansen, may I clarify a situation, at least in my
own mind. In order to get clear, may I give an illustration to see if

it is what you mean. I take it the Federal Government should adopt
a program similar to that recommended by the Bureau of Public
Roads and should spend, say, $2,000,000,000 on roads over a period of

a year or two, if such a thing were possible, what would happen would
be that in Bethlehem, Pa., there would be created a demand for
cement, that in Pittsburgh there would be created a demand for steel,

1 See supra, p. 3534.
2 See "Exhibit No. 551," supra, p. 3528.
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in Cleveland there would be created a demand for machinery; that
the peojDle who got those jobs would spend money and among the

things they spent their money on would be movies. Part of the
money they spent on movies would go to Los Angeles, thereby in-

creasing the income of people in Los Angeles, which would thereby
permit them to buy more houses, buy more of the power from
Boulder Dam and by buying more houses create demands elsewhere.

If that expenditure should create a sufficient demand for more
private investment, the time would come when you wouldn't have to

spend these billions on roads and other Government projects. If
on the other hand it did not create a sufficient private expenditure,
you feel in order to make use of these idle savings, the Federal
Government would have to continue spending.

Dr. Hansen. Yes; that is it.

The Chairman. I understand that theory. It doesn't seem to me
to answer the question which I have propounded. Nor does your
own answer, Dr. Hansen. Whatever may be the facts regarding the
singular characteristics of expenditures in 1937, "Exhibit No. 555" ^

shows that Government expenditures of the same type in 1929 were
3.9, and in 1925 3.1, and I think it is commonly understood that at

no time during the last 6 years has the Federal Government expended
for all purposes more than ten or eleven billion dollars at the outside

in a single year.

Mr. Nehemkis. Dr. Hansen, before you attempt to answer: Mr.
Chairman, may it please the committee, if we explore this problem
further I respectfully request that I be permitted to recall the pre-

vious witness. Dr. Currie, and ask him the question which involves

testimony which he gave.

The Chairman. That would be perfectly all right. But let me
finish the statement I was about to make. It seems to me that all

of the statistics which are available to us indicate that Government
expenditure, both Federal and State and local, is just a drop in the

bucket as compared with the expenditure which is necessary if you
are going to start the machine again at the rate at which it was
running before the crash.

When the Government contribution to income-producing expendi-

tures is only 5.3 percent of the total,^ it means just one thing, to my
mind, and that is that 94.7 percent comes from some other source and
since 94.7 percent is a much larger figure than 5.3 percent, should we
not devote all of our attention to expanding those sources of income-

producing expenditures which contribute to the 94 percentage of the

total rather than devote ourselves to the expansion of public

expenditures.

Dr. Hansen. Let me put it in these terms. I think the essential

question is: How are you going to get capital outlays equal to the

flow of new savings? Let me remind you that this chart ^ refers not

only to the expansion of plant and equipment from all sources,

including residential construction and public construction, but also

the replacements and renewals. Now our all-important problem is

to find adequate capital expenditures offsetting the flow of new
savings. That magnitude in the 1920's was around 9 billions a

1 See supra, p. 3534.
« Ibid.
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year, according to the deductions one may make from Dr. Kiiznets'

study. In that period public construction amounted to 2.6 billion

dollai'S, which already in the twenties was a very large part of the

total capital outlaj's offsetting savings.

Dr. Currie here has taken into consideration all other public

policies bearing on this situation, taxes and oifsets of taxes, there-

fore, to these expenditures, and that is the reason why I say that it

is important to combine with your program of ext)enditure a con-

sideration of your tax program. It is quite possible that one or two
billions of dollars of public expenditures absorbing a flow of saving
may make a very much larger effect on your national income, because

as I tried to explain this morning, these expenditures, wdiether pri-

vate or public, on capital outlays are what we may call high-powered
money. They raise the income by more than the amount of expendi-
tures and I think that relatively small amounts, both of private and
public investment, may have a very considerable influence on the rise

in the national income.

CONTEIBUTION OF FEDERAL GOVERNIME^'T TO INCOME-PRODUCING
EXPENDITURE

Mr. Frank. Dr. Hansen, may I call your attention and the
Senator's to a fact that is obscured somewhat by the chart to which
you have been referring. Dr. Currie has just called my attention,

and I direct your attention, to the table and chart ^ on page 13, of
the memo introduced today, and it will appear from that, Senator,

that the government contribution to the income-producing expendi-

tures for the year 1936 was 34 percent of the total. It drops in the

year 1937, which is in the chart before you,- to 5.3 ]>ercent of the total.

I should correct that. Dr. Currie tells me it is 30 percent. I don't

want to develop the point now. I think w'e should recall Dr. Currie
and let him explain that, but the figure for '37 taken alone is a

deceptive figure. It was small in that j^ear and it was very high in

the preceding year.

Dr. Hansen. That is what I said.

The Chairman. That table on page 13 is merely a comparison of
Federal Government expenditure and State and local Government
expenditure.

Mr. Frank. No, Senator; if you will look at the chart that you
were referring to,** you took as significant the black line at the bot-

tom which shows (jovernment expenditures as 5.3 percent of the

total income-producing expenditures that offset savings. Now if

you will go back to this table * and look at the years '36 and '37,

you will see that for the year '36 the total amount of the Govern-
ment income-producing expenditures that offset savings, was 4 bil-

lion; w^hereas for the succeeding year of 1937, which is what is shown
in the chait that you were previously referring to, was less than 1

billion, or 5.3 percent of the total of income-producing expenditures

that offset savings in 1937. It was 30 percent of the income-produc-
ing expenditures that offset savings in the year 1936.

1 S«>e "Exhibit No. 5.51." snpva, p. 3528.
2 See "Exhibit No. 555,"' supra, p. 3534.
s Ibid.
* See statistical data for "Exhibit No. 551," appendi.x, p. 4(»1].
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The Chairman. No; I don't think you are reading the chart cor-

rectly there, Mr. Frank. Dr. Currie will agree with me, I am sure,

when I point out to you that his figure of 5.3 percent on "Exhibit

No. 555" does not represent the total contribution as is represented

in "Exhibit No. 551". It represents the difference between the total

expenditure and the tax returns of the Government.
Mr. Frank. This is the same thing on "Exhibit No. 551."

Dr. Currie. That happened to be the percentage of the total of

1937. If I worked out the percentage composition of the total in

1936 the Government figure would have mounted nearly to 30 percent

of the total. There is a very drastic decline in the offset of saving
provided by the Federal Government from 1936 to 1937, as indicated

in "Exhibit No. 551."

The Chairman. Well, very good then; let me ask you if it isn't

true that the national income for 1937 with a smaller Government
percentage was not greater than the national income of 1936 with a

larger Government expenditure.

Dr. Currie. With a larger Government expenditure?
The Chairman. The answer is yes, isn't it ?

Dr. Currie. The answer is "Yes."

The Chairman. That is just what I was driving at.

Dr. Hansen. It was also in that year that we got a recession and
I think that recession of '37 was to a very large extent due to just

that decline in the net income ci'eating expenditures of the Govern-
ment.
The Chairman. Just a moment, please.

Mr. Frank. We are planning to have a 3-day session on this subject.

The Chairman. Well, I am going to bring out an interesting state-

ment now, which probably will need a little elaboration. Perhaps
we shall need more than 3 days to explain this. I am going to read
Dr. Currie's statement :

^

Public expenditui-es that add to disposable cash income more than tax re-

ceipts decrease disposable cash income, constitute an offset for an equivalent
amount of current saving.

Now, accepting that as true, which I do, my question to Dr. Currie
and to Dr. Hansen is, would not the same results be obtained by
reducing the tax receipts as by increasing the public expenditure?

Dr. Hansen. Yes.

The Chairman. The answer is yes?
Dr. Currie. The answer is yes.

The Chairman. And which would be the better policy for the

Government to pursue, in your opinion ?

Dr. Hansen. That I am also going into more fully in the hearing
subsequently. Now, if I may continue my testimony? My last

statement was so far as self liquidating public works are concerned
there can be no question, I should sui3]:)0se, that borrowing is a per-

fectly legitimate and financially sound procedure. And under appro-
priate accounting practice, such investment financed by borrowing
does not involve, properly speaking, an unbalanced Budget.

Intelligent debate begins with the question of borrowing for non-
self liquidating projects. It is certainly true that the volume of such
borrowing ouo-ht to be scrutinized in terms of its relation to taxable

1 Supra, p. 3523.
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income and taxable capacity, but we need here also to look very
carefully into M'hat a balanced budget really means. I think it is

clear that the ordinary run of governmental expenditures, the operat-

ing expenditures, which in modern times must include social service

relief and welfare expenditures, should be balanced by tax receipts

over an entire business cycle.

But when public investments are made in long term durable proj-
ects, it falls well within the limits of a wisely conceived financial

plan to borrow^ for such capital expenditures if provision is made
for amortization and interest charges within the lifetime of such
durable projects. When an individual builds a house and borrows
the funds to defray part of the cost, his personal budget cannot be
said to be out of balance if his income is adequate to cover interest

and amortization charges on the debt incurred.

Indeed, the borrowing and amortization plan is nothing more or
less than a means whereby he may pay for the services of the house,

so to speak, on an installment basis. A similar procedure has always
been regarded as legitimate and appropriate for State and local

bodies. Peculiarly under the conditions of a more slowly expanding
economy there are sound reasons for the Federal Government
embaiking on a longer volume of public investments, on the basis

of a borrowing and amortization plan. It is true that if the Federal
Government financed all such improvements from such tax receipts

the communit}^ would escape the interest burden, but it is not clear

to me that the payment of interest is not quite as legitimate a
charge for public investment services as it is in the field of private
enterprise.

And insofar as the borrowing, interest and amortization mechanism
may facilitate the employment of resources that would otherwise be
idle and make possible the construction of community capital proj-

ects, the benefits of which would otherwise be unavailable, the inter-

est charge is all the more legitimate. If tax revenues are provided
amply to cover amortization and interest charges, the budget is in

fact balanced. The whole project will be paid for out of taxes within
the amortization period, but this is leading into the question of an
operating versus an investment budget, and about this I shall speak
later.

If it is deemed desirable, a part of the public investment could
quite well be paid from taxation, provided the taxes are so levied as
to fall on savings and not on consumption—in that case there would
not be an offsetting deduction. In this connection it is of interest to
note recent development in England.

RATIO OF CONSUMPTION TO INCOME INCREASES AS AN ECONOMY MATURES

Dr. Hansen. It appears that savings are being siphoned into con-
sumption in very considerable volume in England through the tax
structure and through the expenditures on social services. Estimates
of national income and savings in England indicate that the .propor-
tion of income which was saved in the post-war decade and in recent
years is very much smaller than before the war. Indeed, not much
more than half as much.
The report of the Royal Committee on National Debt and Taxa-

tion found that savings had declined by some 150 to 200 million
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pounds a year. Prof. A. C. Pigou and Colin Clark, in the pamphlet
on the economic position of Great Britain, published in 1936, reached
the conclusion that saving before the war amounted in England to

12 or 13 percent of the national income, while by 1924 this propor-
tion had fallen to 8 percent, and by 1935 to 7 percent.

Colin Clark, in his recent study on national income and outlay,

arriA-es at similar results, based on estimates of net investment. In
1907 net investment was 12.2 percent of national income, 8.1 percent
in 1924, and 7.3 percent in 1937.

According to the report on economic conditions issued by the Royal
Economic Society, new capital issues declined from £308,000,000 in

1928-29 to £194,000,000 per annum in 1936-37.

And in this connection we must remember that 1928 and 1929
was not a high point of prosperity for England, and yet the new
capital issues in tliose 2 years were very much higher than the
average capital issues in the recent high prosperity of 1936-37.

There was thus a marked decline in the new issues from the late

twenties to the recent period of full recovery in 1936 and 1937.

These estimates disclose a remarkable shift in England in the ratio

of savings to income. England is saving less than formerly. Stated
otherwise, England has become a higli consumption economy, and
on that basis, that and other matters which I wish I had time to go
into, England has staged a full recovery in recent years.

I may refer to one other matter which I think is extremely im-
portant in her recovery, namely the fact that she was able in her
recovery years to purchase from all the world extremely cheap food
and raw materials, and on the basis of this subsidy, so to speak, from
tlie rest of the world, she was aljle to divert purchasing power into

housing construction and so on, and that is an important basis for
the British recovery, besides this one that I am here referring to.

Mr. Henderson. I don't want to slur over that. Dr. Hansen. I

gather that what you are saying is that in addition to a considerably
reduced level of saving, England was buying her cost of living items
more cheaply and therefore had an amount to be diverted into housing
out of current consumption.
Dr. Hansen. Yes.
In large measure, by reason of this shift to a high consumption

economy and a lower savings economy, England has adjusted herself

more successfully than we to the conditions of a less rapidly expand-
ing society, a society which requires a smaller flow of savings than
that required in the nineteenth century. So long as large savings

could find active use in plant expansion, whether in England or in

investments abroad, in her empire or elsewhere, a high ratio of savings
to income was desirable, but in recent years, with foreign outlets

largely gone and a more slowly expanding internal economy than in

pre-war years, a lower ratio of savings to income in the last 5 or 6

years has helped to prevent the income deflation and employment
stagnation which idle savings unavoidably cause.

Community social expenditures added to private consumption ex-

penditures have made England of late, as I have said, a high-con-
sumption economy.

Professor Pigou noted that the decline in savings was very nearly

equal to the excess of social expenditures in 1924 over 1911. Professor
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Bowley finds that in 1911-12 only 3 percent of the national income
was spent on social services, while 12 percent was expended in 1934-35

;

according to Colin Clark, expenditures benefiting the working classes

have risen from 76,000,000 pounds in 1913-14 to 429,000,000 pounds in

1935-36. On the other hand, the total taxes born by the well-to-do

rose from 177,000,000 pounds in 1913-14 to 685,000,000 pounds in

1935-36. Clark estimates that before the war taxation weighing on
the working classes, consumption taxes, and the like, exceeded the

social benefits from governmental expenditures, while by 1935 the

value of social benefits received by the working classes exceeded by
21 percent all the taxes, direct and indirect, paid by this group.
According to his calculations, the sum redistributed from the w^ell-

to-do to the lower income groups amounted to 91,000,000 pounds in

1935-36, while Ursula Hicks, on the basis of later data, puts the figure

at 110 to 115 million pounds.
In addition to the high level of consumption, including community

consumption expenditures, social services, and the like, local govern-
mental units in England have made important capital outlays on
public projects and low cost housing financed in large part by bor-

rowing. This is to be noted when we consider the whole fiscal plan
in England and the whole budget in England, not only the National
Government but also the municipalities.

The gross debt of the local authorities in England and Wales in-

creased fi-om 800,000,000 pounds in 1922 to 1,400,000,000 pounds in

1934. Taking account of the difference in population, this rise in

local debt is very comparable with the annual rise in State and local

debt in the United States in the decade of the twenties. New munici-
pal issues have absorbed a considerable part of the flow of savings
in England in recent years.

Then, returning to our own problem, let me sum up very briefly.

Our tax structure bears heavily on consumption and for the so-called

middle income brackets, from $2,500 to $50,000, relatively lightly on
savings. AVe have in recent years been collecting large sums for

social security but we have paid very little out into benefits. Our ratio

of savings to income continues to be relatively high. We need, there-

fore, aboTe all to find adequate outlets for our flow of savings into

plant expansion and new construction if we are to avoid a dejn'essed

income level and chronic unemployment. To this end we should
encourage private plant expansion wherever and by whatever means
it is possible and reasonable to do so. We can get a great deal of
private plant and equipment expansion. It will require consolida-

tion, stabilization, and improvement in reforms already made.
It will require modification in our social security program, it will

require reform in our tax structure, it will require stable and responsi-

ble labor relations, it will require adjustment of prices to the lower

costs springing from technical improvements in order to tap ])Oten-

tial demand and thus secure larger output, and thereby also larger

private capital plant and equipment expansion.

After all these things have been done, it is my view, and" on this

there may be honest difference of opinion, that it will be necessary

after all these things have been done with respect to private invest-

ment to supplement private plant expansion and equipment expansion
with a reasonable amount and volume of public investment. There
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should be no irresponsible spending. There are too many things

urgently needed and useful on their own account. There is a sensible

middle course which we ought to be able to agree upon as reasonable

in view of the economic situation currently confronting us. No
policy could be more wasteful at a time when there are large unused
resources of both capital and manpower than to forego useful public

outlays of a sort for which we will have something to show in the

form of durable improvements and in the conservation and increased

productivity of human and natural resources.

Mr. Nehemkis. Mr. Chairman, this concludes the presentation of

the Securities and Exchange Commission for this day. If it is the

pleasure of the committee, we are prepared to proceed tomorrow with

a discussion of the way in which our great corporations finance them-
selves from their own internal sources, and carry on a discussion

which Dr. Hansen has set forth before this committee both this morn-
ing and this afternoon.

The Chairman. Is it the desire of any member of the committee
to question Dr. Hansen tomorrow ? I don't think we would want to

undertake it tonight. Of course, there are many, many statements
made by the doctor which are thought provoking and which could
be used as a basis for a prolonged examination. I don't know whether
it is the desire of anybody here to recall him in the morning. Does
anybody suggest that?

Dr. LuBiN. Mr. Chairman, will the witness be available for cross-

examination at a later date?
Mr. Nehemkis. If it is the pleasure of the committee. Dr. Hansen

will appear before this committee on two different occasions. Of
course his subject of discussion will be different from what it is

today. Today he has merely set forth for you the entire scope of the
inquiry which will be discussed before this committee in the next
2 weeks.

Mr. Frank. He is to be recalled, according to 3'our schedule, on
JSIay 22.

jNIr. Nehemkis. And he will also appear on one other day.
Tlie Chairman. May I ask you. Doctor, before we adjourn for the

evening, what your conception of consumption expenditures in the
modern sense is, notably the sense in which this type of expenditure
is appearing in England?

Dr. Hansen. Private consumption expenditures, I think as one
quite readily understands, includes, of course, the general run of
expenditures on all manner of nondurable consumers' goods, and in-

deed on durable consumers' goods. Usually we do not include hous-
ing, but otherwise all other nondurable and durable consumers'
goods.

The Chairman. Have you any reason to believe that in England
the masses of the people are buying and consuming more food or
buying and using more clothing than formerly was the case ?

Dr. Hansen. Yes; I think that definitely is the case.

The Chairman. How does that compare with conditions in the
United States?

Dr. Hansen. Both countries have had, if one looks back over a
long period of 100 years, approximately the same percentage rise in
standard of living over a long period.
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The Chairman. And tlie rise in the standard of living is ex-

pressed, is it not, in the purchase and use of articles wliich a few
years ago would be regarded as luxuries?

Dr. Hansen. That is correct.

The Chaieman. So we are living in a luxury economy, even though
it may be more unstable than the economy of our grandfathers, which
was far less luxurious but probably much more stable.

Dr. Hansen. Definitely so ; and the more we come to high incomes

I think the more we consume durable-consumption goods.

The Chairman. So that the way to promote stability in our econ-

omy today is to bring about a condition under which the masses of

the people can produce more of the commodities of luxury which
industry today produces.

Dr. Hansen. Yes ; I think that is a large part of the problem. In
the case of England, I should add to these private expenditures
about which we have been talking, a very large amount of what we
may call community expenditure, expenditure which is made in terms
of social services, education, health, all the various forms of social

insurance and the like.

Those community consumption expenditures are the ones, I take it,

that have particularly increased consumption in England in recent

years, in addition to the rise of private consumption ex))enditures to

which we have referred, especially the rise of community consump-
tion expenditures which have been made not by the individuals but
in the form of these social services which has, above all, made Eng-
land a high-consumption economy. You see, when I say a high-
consumption economy I am using it in a relative sense. Not merely
has consumption risen, but the ratio of income consumed by private
individuals and by the community is larger than was formerly the

case, and therefore the ratio of the total income saved is smaller than
before. That difference has largely come, I think, because of the

rise in community consumption of all the sorts that I have referred to.

Mr. Nehemkis. May I interrupt, Mr. Chairman?
I merely want to indicate briefly that at a subsequent date Dr.

Hansen will testify specifically in detail on two of the items that
have provoked discussion and thought before this committee, and I

dare say that at that time many of the questions that must be in

your minds at this time can be fully and amply explored with Dr.
Hansen. I also should like to add that we will subsequently reach
a stage of our discussion before you in which we will approach what
might be characterized as the constructive phase of the development
of our presentation, at which time there will be other witnesses who
will develop in greater detail than obviously Professor Hansen can
do, this afternoon, and I am certain that the committee will have full

time at that period to explore a great number of questions that I
know are in their minds.
The Chairman. The committee will desist.

Dr. Lubin. May I just ask one question of fact? Is it not true
that the per-capita consumption of goods in the United States in the
year 1938 was considerably smaller than in the year 1928?

Dr. Hansen. Yes ; I expect that is the case.

Dr. Lubin. Is it not true ?

Dr. Hansen. It is the function of vast unemployment.
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Dr. LuBiN. Is it not further true that in England in the year 1928

the per-capita consumption of goods in 1938 was hirger than in 1928?

Dr. Hansen. Yes; England, having experienced more or less a
chronic stagnation in the twenties, did achieve higher activity in th«

thirties, on the basis of various factors—one has to go into a great

many tilings.

Tlie Chairman. What did England do to bring about this stimu-
lation of per capita consumption that we have not done?

Dr. Hansen. I tried to explain two important features; one, this

very large volume of communit}^ expenditures, financed in very
large part from a tax structure that bears on savings, and then in

addition to that she obtained a very great boost to her prosperity from
the very low prices of raw materials and foodstuifs, enabling her to

expand her consumption, and indeed capital outlays on various

things, such as hoiising.

Tliat was a very important factor there. There are a great many
factors in the British situation. I would not pretend these are

the only two. I think it is very dangerous and I would like to say
so, to compare one country and another, and argue that one single factor

explains why England has had an experience different from ours,

and I am afraid the committee might think the things I have men-
tioned I regard as wholly explanatory of the situation. I do not so

regard them. I haven't had time to go into all the various factors.

I see certain differences between the English and the American
situation. I have singled out certain points that bear on our
problem.
The Chairman. I think we will all acknowledge that we have

told only part of the story. Would you care to announce who your
witnesses will be tomorrow?
Mr, Xeiiemkis. Tomorrow morning our witnesses will be John

W. Barriger 3d, Chief of the Kailroad Division of the Reconstruc-

tion Finance Corporation, who will explain how the American
railroads have financed themselves from their internal sources. He
will be followed by Mr. Edgar M. Queeny, of the Monsanto Chemical
Co.: and in the afternoon, Mr. Edward Stettinius of the United
States Steel Corporation.
The Chairman. The committee will stand in recess until 10 : 30

tomorrow morning.
(Whereupon at 5 p. m. an adjournment was taken until Wednes-

day, May 17, 1939, at 10:30 a. m.)
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WEDNESDAY, MAY, 17, 1939

United States Senate,
Temporary National Economic Committee,

Washington, D. G.

The committee met at 10:55 a. m., pursuant to adjournment on
Tuescla}^, May 16, 1939, in the Caucus Room, Senate Office Building,

Senator William H. King, presiding.

Present: Senators King (acting chairman) and O'Mahoney; Repre-
sentatives Reece and AVilliams ; Messrs. Frank, Henderson, O'Connell,
Lubin, Berge, Patterson, and Brackett.

Present also: Senator Robert M. La Follette, Jr., of Wisconsin;
Representative James M. Barnes of Illinois; Joseph Borkin and
Ernest S. Meyers, Department of Justice ; Kenneth Tupper, Depart-
ment of Commerce; Willis J. Ballinger, Federal Trade Commission;
Thomas BJaisdell, Securities and Exchange Commission; Peter R.
Nehemkis, Jr., special counsel, Investment Banking Section, Securi-

ties and Exchange Commission; and Joseph R. Kelley, associate

counsel. Investment Banking Section, Securities and Exchange
Commission.
Acting Chairman King. The committee will be in order. Mr.

Nehemkis, is your witness read}'?

Mr. Nehemkis. Mr. Barriger.

Acting Chairman King. Mr. Barriger, do you solemnly swear that
the testimony you are about to give in this proceeding shall be the
truth, the whole truth, and nothing but the truth, so help you God?
Mr. Barriger. I do.

TESTIMONY OF JOHN W. BARRIGER, III, CHIEF, RAILROAD DIVI-

SION, RECONSTRUCTION FINANCE CORPORATION, WASHINGTON,
D. C.

Mr. Nehemkis. Will you state your name and address, please?
Mr. Barriger. John W. Barriger, 3d, Chief Examiner of the Rail-

road Division in the Reconstruction Finance Corporation, Washing-
ton,D.C.
Mr. Nehemkis. Senator King, I desire to read into the record the

qualifications of this witness. Mr. John W. Barriger, 3d, is Chief
Examiner of the Railroad Division of the Reconstruction Finance
Corporation and has held that post for the past several years. Prior
to that time this witness was a member of the statistical department of
Kuhn, Loeb & Co. during the years 1927-29. This witness has also

been associated with Calvin Bullock & Co., in charge of railroad mat-
ters, during the years 1929-33.

124491—40—pt. 9 6 3561
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Mr, Barrijjer is co-author of the Prince Plan of Railroad Consoli-

dation. He was associated with the Pennsylvania Railroad in their

maintenance and transportation departments during the years 1917-27.

Mr. Barriger, do I understand that you are a graduate of the Massa-
chusetts Institute of Technology and that you hold a degree as civil

engineer ?

Mr. Barriger. Yes.

Mr. Nehemkis. Have you discussed your testimony with counsel?

Mr. Barriger. Yourself.
Mr. Nehemkis. I am glad to have you clarify it, since there is some

doubt in your mind. In spite of that discussion, is the testimony
you are about to give this morning your own considered facts and
conclusions ?

Mr. Barriger. It is.

Acting Chairman I^ng. I assume that in view of the fact that he
subscribed to an oath he would tell the truth.

sources of railway capital 1921-193 7

Mr. Nehemkis. Are you prepared to testify, Mr. Barriger, to the

sources of the capital funds of railways ?

Mr. Barriger. I am.
Mr. Nehemkis. Will you proceed and state your statistical sources ?

Mv. Barriger. The statistical sources are the published records of
the Interstate Commerce Commission, which, in turn, are based upon
the sworn statements of individual railroads to the Commission.
Many of these statements are taken directly from its blue book of
statistics of railways of the United States. To some extent these

statistics are based on the underlying data from whicli that blue book
is prepared. I will submit later today mimeographed copies of the

statements from which I shall testify and those mimeographed sheets

will state on each column the exact source of the data.

I want to express my appreciation to the Bureau of Statistics of the
Interstate Commerce Commission for preparing this data in accord-
ance with the formula which I suggested, after consultation with Mr.
Nehemkis and one of his associates, to be certain that it covered the
subject of their inquiry.

Mr. Nehemkis. Will you proceed, Mr. Barriger, with your discus-

sion, explaining as you go along, in your own words and in your own
way, the various categories of capital sources and the expenditures as

set forth in your work sheets ? I am going to leave it to you to carry
on the discussion in your OAvn words, telling the committee the story

of how the American railroads have financed themselves largely from
their own internal sources. Will you proceed, Mr. Barriger ?

Acting Chairman King. How^ far back do you go in the discussion
of the problem ?

Mr. Barriger. 1921. The end of the first full year after Federal
control marked an epoch in American railroad history. I regret that
I do not have the mimeographed sheets which would aid you in

following mv discussion, which will be merely to explain the topic
beadinos and to call attention to the totals.

I tliinic that most of the column headings are self-explanatory, but,

nevertheless, I shall go over them point by point to be certain that
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there may be no doubt as to what each means and to discuss the relative

importance of the different sources of capital.

Any healthy industry must have continuous access to new capital.

It can obtain it through the security markets or out of its own
revenues to the extent that the expenses and the fixed or the dis-

cretionarj^ return to capital already invested in the industry will

permit.
Tlie data which I shall present will measure the amount of capital

goino- into the railroad industry over this period of years, '21 to '37,

and the source from which it was derived.

The industr3?'s own revenues appear to have been the principal

source of its capital. This may or may not have been a healthy sit-

uation. The revenues of a railroad are, first of all, a fund out of

which must be paid the operating- expenses which must currently be
met if the railroad is to continue to do business. Those are primarily
wages, material bills, and taxes. After that remains a balance which
may variously be reinvested in the property or distributed to those who
have furnished the capital. Tliat which goes to capital is in some
measure beyond the discretion of the management to the extent that

it is represented by fixed interest-bearing securities, although even
there management may have some discretion because it can ahvays
seek resort to the courts in bankruptcy or receivership if it finds that

the fixed-capital returns are too serious a drain.

The income payments are largely discretionary.

This balance remaining after the necessary expenses of opera-

tion are paid may be subdivided into two categories, that which
would be earmarked as depreciation, and that which would be ear-

marked as earnings for capital whether directly distributed to the
security holders or held as undistributed earnings.

I would like first to discuss depreciation charges. Whenever a
railroad train is operated it takes some life out of the property and
the equipment. Replacement of that service life is properly a charge
against that operation. However, that is not a charge which can be
paid at that particular time. It is a bill for present-day operations

which will have to be met and paid at some future date, which is

anticipated by the depreciation charges. These charges are included
in operating expenses, but are not immediate expenses in the same sense

that wages and materials and taxes (which is a charge rather than an
expense) are.

There is a distinction between depreciation for road and deprecia-

tion for equipment which I may get into later, for generally speak-
ing, the railroads do not charge very important sums for deprecia-

tion of roadway. However, the depreciation of equipment runs into

very substantial amounts. Depreciation of equipment can be definitely

earmarked because a car or a locomotive wears out or becomes obsolete

as an entire unit, and its replacement in full is a definite factor, and
the measure of depreciation of that unit of equipment can be definitely

traced. Accordingly, depreciation of the equipment is developed to a
relatively exact accounting science and each unit on the books is

depreciated at a fixed rate per annum, determined by engineering
studies and, of course, under Interstate Commerce Commission
supervision.

Cash derived from depreciation of equipment is very largely util-

ized to replace it in kind, by modern units. It is a matter of regret
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that to some extent in recent years railroads have had, because of
financial pressure, to use the funds derived from the depreciation

charges to meet deficiencies in bond interest, but that is another
question.

Depreciation of equipment is precise and specific and is required

of every railroad by the Interstate Commerce Commission. The
very important aggregate of these charges in the operating expenses are

produced in this manner, and this represents a large sum of money
available for replacement of obsolesent equipment by the purchase
of new units.

On the other hand, depreciation of roadway and slructures pre-

sents a somewhat different problem from that of equipment depre-

ciation, because while no amount of maintenance can prevent ulti-

mate obsolescence and retirement of equipment, with proper mainte-
nance and development there need be no depreciation of roadway from
the standpoint of providing stated funds for replacement. A locomo-
tive or car becomes too antiquated for use and must be replaced in its

entirety, but the roadway and track does not. Individual ties and
rail and other parts nuist be replaced by heavier and better material,

but with a normal maintenance program, the yearly budget permits
adequate renewals and improvements as rec{uired and the uniformity of

the work on soundly maintained and financed lines makes it unneces-

sary to provide special funds except in the case of certain specific

facilities such as a particular bridge or building.

Acting Chairman King. How do you treat abandoned roads? I

know of some roads four and five hundred miles in length which
have been abandoned. Do you charge that to loss of capital?

Mr. Barkiger. They are written out of the capital accounts through
the maintenance of way expenses normally, but where a very heavy
write off would be made so that it might seriously distort the earn-
ings of the railroads and in any one year possibly change an income
to a deficit or make a small deficit a large one, the Interstate Com-
merce Commission, because of the financial situation of recent years,

has permitted large amounts of property to be w^ritten off directly

through profit and loss. To that extent, you might say the income
accounts are slight!}^ distorted because any write off like that prob-
ably should be reflected in the income account because, to the extent
that that was not provided for, income in previous years has really
been overstated.

I risked trying your patience a little bit with these discussions of
depreciation charges to indicate why road depreciation is small and
equipment depreciation is large, and possibly I should just continue
this discussion by ]:)ointing out, in the period under discussion, the
total depreciation charges to operating expenses for road were $124,-
000,000. That represented a fund of that amount available for cap-
ital or other corporate purposes, on the other hand, equipment de-
preciation totaled $3,161,471,000 in that period, and at the same time
there were depreciation reserves for nonoperating physical property

—

that would be hotels and warehouses and other things of that char-
acter—amounting to $9,468,000. Total charge for depreciation-

Excuse me, I should go back and point out that retirements were
$307,629,000, and may I stop here and digress a minute to point out
that those equipment retirement expenses arise by actual retirement
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of a piece of equipment for which depreciation reserves had not been

built up to the extent necessary to balance the book value less the

depreciation reserve, which was that much in excess of the salaries

value. This additional write-off which had to be made at the time

the units of equipment were retired, and those were included in

operating expenses as specific retirement charges in the same sense

that I indicated a few minutes ago, when you write off a branch line

unless it is with si^ecial permission through the ]3i'ofit and loss

account that is written directly into the operating expenses through

the maintenance of way account.

The sum total of those depreciation and retirement charges was
$3,603,000,000.

Acting Chairman King. That is between the years you referred

to 1921 to what date?

Mr. Nehemkis. 1938.

Mr. Barriger. Excuse me, '21 to '37, because the combined figures

for last year are not yet available.

Mr. iS'EHEMKis. That will be the period under discussion

throughout.
Mr. Barriger. The undistributed earnings were $1,948,000,000 and

those represent earnings which either were undistributed because it

was net income not paid to stockholders, or undistributed earnings of
railroads in bankruptcy or receivership not paid to the bondholders.

The Missouri-Pacific or C. & N. W. or other railroads now in bank-
ruptcv may show very substantial net deficits, but of their calcu-

lated fixed charges actually little is being paid to security holders,

only some underlying divisional bonds, and so forth, and the residual

earning power which might go to other bondholders is actually held
within the property and reinvested.

Senator King. There might be undistributed earnings when the
bonds matured and were not paid, wlien interest was not paid, when
the road was in receivership and the stockholders didn't receive a
dollar on their investment.
Mr. Barriger. Yes.
Acting Chairman King. That is rather paradoxical, isn't it, to

have undistributed earnings with all those obligations undischarged.
Mr. Barriger. Yes; it does seem to be that way, but that is the

way properties are built up during receiverships.

Dr. LuBiN. What was the actual amount of undistributed earn-
ings that under other circumstances would have gone to bondholders
and other people to whom they are indebted ?

^

Mr. Barriger. I regret that I do not have here our detailed com-
putations of the amount of undistributed earned interest which was
held back by railroads in bankruptc}^ or receivership.^

Mr. Nehemkis. You could make that available?

Mr. Barriger. I could make that available. It is rather a sub-
stantial sum. Take, for example, in the case of the Missouri-Pacific
system lines, that is the Mo.-P., the I. G. N., and the Gulf Coast,
together have nearly 30 million dollars fixed charges a year. They are
paying only two or three million a year out. Now to be sure they

1 Mr. Barriger subsequently submitted data on excess of total income over fixed charges
paid by Class I railroads in receivership or trusteeship, which appears in the appendix
on p. 4123.
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are not earning any substantial portion of that 30 million dollars, but

they are earnino- probably three or four times the amount Avhich they
are actually paying out to their divisional bonds and their equipment
trust securities. When I said three or four times, I should limit

that to the best of the present years, that is '36 and '37. Those
withheld earnings in the case of bankruptcy and receivership rail-

roads, however, total a very substantial sum, and I would rather

give it to you from the record than from memory.
Dr. LiTBiN. Offhand, would you know whether it is a substantial

proportion of that $1,900,000,000 that was reinvested ?

Mr. Barriger. I would say that it was a substantial sum. It would
run several hundred million because at the present time I am sure

there is more than a hundred million dollars' worth of bond in-

terest—I know there is a good deal more than a hundred million

dollars' worth of bond interest. I suppose it would run nearer two
hundred than one hundred million, in default.

Acting Chairman King. In interest?

Mr. Barriger. In interest and wdiile, of course, the amount of

default does not represent the undistributed earnings, possibly one-

third of the amount in default is being earned and held in the

property. That is a rough guess and I might be in error.

Mr. Nehemkis. You were describing, Mr. Barriger, the various

categories of capital sources. In addition to those you have already

described, what other capital sources do we have in the American
transportation plant?

Mr. Barriger. When we consider income sources, there are the

sale of property and miscellaneous assets and certain nonoperating
income which is earned by railroad subsidiaries but not taken di-

rectly into the parent company in the form of dividends or inter-

est, and there are a number of other minor sources which I need
not go into at this time but which will be explained in full on this

sheet, as I turn it in to you, which over the period of 1921-37 aggre-

gated nearly a billion eight hundred million more.
In addition, strangely enough, there were aid grants and gifts.

IVIr. Nehemkis. What does that mean Mr. Barriger ?

Mr. Barriger. Well, those represent primarily gifts from cities,

from corporations, and individuals, for the purpose of assisting the
railroad usually in developing some facility which will be of benefit

to the donor and the railroad, but the railroad actually owns and
controls the property and carries it on its books.

Mr. Nehemkis. If a railroad wants to construct a siding next to

a particular piece of property, it may well be under certain circum-
stances that the municipality or local government or individual cor-

poration makes a gift of that property to the railroad corporation,

is that correct?

Mr. Barriger. That often occurs, and it is the aggregate of those
gifti? by individuals and corporations which over this period total 71
million, and to a certain c^.tent that might be considered capital,

although in many cases that would not be productive capital in the

sense that it would earn a return. It might be beautifying the sta-

tion or building a new terminal, things of that sort.

Mr. Nehemkis. But for the purposes of our discussion this morn-
ing we may regard that category as capital?

Mr. Barriger. Yes.
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Actinc; Chairman King. However, that gift might require a large
contribution upon the part of the railroad company, which would
more than offset any value that it received from the gift itself^

Mr. Barriger. Very true.

Acting Chairman King. May be a liability rather than an asset?

Mr. Barriger. That is very true.

]\Ir. Neiiemkis. In what instance might you have such a gift where
actually it turned out to be a liability?

Mr. Barriger. Well, I don't know that the city of Chicago gave
the Chicago Union Station any property, but if, for example, in the

construction of the Chicago Union Station and the straightening of

the riA^er and related improvements there, anything was given by the

city to Chicago Union Station. It might have resulted in this way;
and the same way at Cleveland or other places. I couldn't give you a

specific case without checking with some railroad. The sum total of
income available for capital purposes from all sources I have men-
tioned, is $7,406,000,000 over this period of time.

Mr. Nehemkis. If I understand correctly, then, Mr. Barriger, for

the period under discussion, 1921 through 1937, the last period when
figures are available to us at this time, the American railroads had
available to them from internal sources, as you have described them,
7 billion plus for plant expansion and other uses. Is that correct,

sir?

JNIr. Barriger. Yes; I would like to amplify that just a little bit by
stating that is for plant expansion and plant replacement.

Mr. Nehemkis, Correct. I am glad you made that qualification.

Mr. Barriger. Because thisi is capital and capital goes in for two
purposes; one is to replace the existing capital that is worn out and
the other is the new capital to improve or to add to, and a little

later on I will get into measurement of what went to replace and
wdiat went to expand and improve.

I think that on the tables that I w^ill turn in, the explanatory com-
ment will develop any point that I may have skimmed over too

hurriedly.

Acting Chairman King. Mr. Counsel, do you intend to offer those

rather voluminous tabulations for the record? I see you have a large

number of sheets there.

Mr, Nehemkis. Mr. Barriger had suggested that it might be of

some interest to the committee at some future time at a leisurely

moment to study these things, and he has very kindly consented to

have tliem mimeogra]3hed so that it will be easier to read.

Acting Chairman King. This is schedule A, as I understand. That
doesn't absolve you from the dut}^ of furnishing mimeogra])hed ones.

(The schedule referred to was marked "Exhibit No. 559" and is

included in the appendix on p. 4019.)

]\Ir. Barriger. If you will permit me, I might want to refer to that

again and while I have a carbon copy of this, if I could take this

back with me and turn it in later it would be a convenience.

Acting Chairman King. You might give them a mimeographed
copy.
Mr. Barriger. I shall. Schedule B of this table ^ shows the funds

secured for capital purposes from the sale of stock and a subsequent

1 See "Exhibit No. 560," appendix, p. 4020.
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table which will show the quantity secured for capital purposes
through the sale of funded debt introduced a difficult problem to

separate capital which was for refunding or exchange purposes, and
capital which was really brand-new capital in addition to what was
already there. When stock might be issued in exchange for stock

of other companies for the purpose of acquisition, as tlie Southern
Pacific in the case of the Cotton Belt, and when stock was sold by
the Chesapeake & Ohio to raise money to purchase stock of other

railroads. Capital was shifted and not added.
We had to be careful, as best we could, to eliminate all of those

things lest w^e got the duplication from new capital which went into

property, or into investments for which railroad securities had already

be^n issued and had created that investment. C. & O. purchase of

control of Erie presented a problem of elimination of these intercor-

porate duplications, and whether or not we were overeliminating them
or undereliminating them, I don't know, but we did the best we could
and I think accurately within a reasonably small percentage of error,

our computation indicates that over this period 362 millions of new
capital in the technical sense of the word was raised through the sale of

stock.

Acting Chairman King. But that capital so obtained resulted,

did it not, or did it, in the exchanges of one property for another?
Mr. Barriger. That is eliminating everything like that, which

you might say represented a sale of stock in order to put a company
in funds to acquire a property already created rather than creating

new property.
Mr. Nehemkis. In other words, as distinguished from an original

Investment.
Mr. Barriger. Yes; original investment. Now we tried as best

we could to eliminate all those intercorporate duplications and we got

a net figure of $362,000,000 new capital raised through the sale of stock

w'hich went into creating railroad property.

Acting Chairman King. To what purpose, to what use was that

$362,000,000 put?
Mr. Barriger. Primarily for addition and betterments, but
Acting Chairman King (interposing). Personal property, that is

rolling stock?
Mr. Barriger. Rolling stock and heavier rails, new lines, passenger

terminals. It would be difficult to earmark exactly where that went
because it went into a common fund like when you put grain into an
elevator, you don't know exactly whose grain you are taking out.

This we might say is what the lawyers call fungible goods and I think
this money is in that character.

Acting Chairman King. Some of it was utilized for rehabilitation

of plants and roads and it could not be in any sense new capital

independent of existing obligations and existing plants.

Mr. Barriger. It is new capital.

Acting Chairman King. Replacing obsolete and obsolescent plants?

Mr. Barriger. To some extent replacing that, and to some extent

adding new plant that was not there previously.

Mr. Xehemkis. To recapitulate the point, IMr. Barriger
Acting Chairman King (interposing). It wasn't available for the

discharge of bonds or for interest or for the payment of dividends
to stockholders?
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Mr. Bareiger. We tried to eliminate all of those things.

Mr, Nehemkis. In other words, we are dealing here with a cate-

gory which may be described as plant, pl^ysical plant^ as distin-

guislied from financial operations, and this money, as Mr. Barriger
has described, went into a combination of plant expansion and plant

replacement, something physical as distingnished from something
financial; correct, sir?

Mr. Barriger. That is correct, and in the same way we have pre-

pared data on the fnnded debt of the class I railroad and show
that eliminating refunding operations, because so large a proportion
of bond sales are to meet maturities or to call existing high coupon
bonds and replace with bonds of lower coupon rates which represents

no new money going into the railroad industry. That is simply an
exchange of holdings. We have tried to eliminate that in this case

and in addition to the sale of bonds we have added the sale of receivers

certificates—receivers' and trustees'—because we regret in recent years
that has become an important instrument of raihvay finance, and we
find that over this period the net capital raised through the sale of
funded debt available for plant development and plant expansion and
phmt rehabilitation replacement, and so forth, was $1,575,000,000.

Acting Chairman King. Do your figures show liow much of that

resulted from the sale of receivers' certificates?

Mr. Barriger. That is in there and that is

Acting Chairman King (interposing). And trustees' certificates?

Mr. Barriger. That is approximately $65,000,000.

Mr. Nehemkis. Is it agreeable with you. Senator, if I offer these

in the entirety and not interrupt each time?
Acting Chairman King. No objection, just so they are identified as

we proceed.

Mr. Barriger. I have all of these in one bound volume.
Acting Chairman King. When j'ou refer to a sheet you had better

call it schedule A, B, or C.
Mr. Barriger. I then state that schedule B will be a table of funds

secured for capital purposes from the sale of stock and schedule C
will be a similar statement of capital raised from the sale of funded
debt.

Mr. Nehemkis, Just a moment, Mr. Barriger. I think we may
confuse the reporter and if I may have leave of the committee I
want to offer each individual document separately. I offer now a
sheet entitled, "Schedule B, Funds Secured for Capital Purposes
From the Sale of Stock, All Classes of Steam Railway Companies.''

(The schedule referred to was marked '"Exhibit No. 560" and is

included in the appendix on p. 4020.)

Mr. Nehemkis. I offer now a sheet entitled "Schedule C, Funds
Secured for Capital Purposes Through the Sale of Funded Debt, All
Classes of Steam Railway Companies."

(The schedule referred to was marked "Exhibit No. 561" and is

included in the appendix on p. 4021.)

Mr. Barriger. Schedule D totalizes the individual totals of B and C
shown with the funds secured for capital ]:)urposes from the sale of
securities of all classes, which was $1,938,000,000.

Mr. Nehemkis. I offer a sheet entitled "Funds Secured for Capital
Purposes from the Sale of Securities, All Classes of Steam Railway
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Companies," and, Mr. Witness, if as you refer to these you will just

refer to the title you may help the reporter,

(The sheet referred to was marked "Exhibit No. 562" and is in-

cluded in the appendix on p. 4022.)

Mr, Bareiger. I wnll endeavor to do so. The next schedule E sum-
marizes in its first column the capital derived from the income sources
detailed on "Exhibit No. 559." The second double column which shows
amounts and percents, lists the capital derived in each year from de-

creases in working funds, because that is a source of capital which I
haven't previously touched on. You can draw down working capital

for plant development just as you can sell securities. That is not as

large a source and that is, you might say, an earmarking of income
from future years, but the decreases in working capital in certain

years which went into capital funds was 970 million. The sale of
securities which we have just discussed, as I previously stated, aggre-
gated $1,938,000,000, and tlie sum total of these three sources over a

period of years, '21-37, aggregated $10,313,228,154, which as near as
we can compute it is the capital which the railroads had from all

sources available for extension, expansion, betterment, and replace-
ment of their railway o])erating properties, and also their many
nonoperating activities.

And a little later on I shall introduce a statement showing how
much of this went to replace capital that was worn out, so that is a
gross and not a net figure, and by no means indicates, I might say, the
financial expansion of American railroads.

Mr. Nehemkis. In other words, you will tie those two things up?
Acting Chairman I^ng. Any part of that $10,000,000,000 go to meet

bonded indebtedness or from refunding operations ?

Mr. Barriger. None of that went for those purposes. Now, some
of that $10,000,000,000, as I will indicate a little later, was used to pur-
chase securities of other companies; the large acquisitions by the so-

called Van Sweringen railroads or when the Pennsylvania made cer-

tain purchases through some of its subsidiaries, w^hen the Baltimore
& Ohio made purchases of Reading, and so forth. So that is a gross
figure.

Mr. Henderson. Do you want to introduce that in evidence ? That
is the grand total.

Mr. Nehemkis. Summary of funds available for capital purposes.
I offer this in evidence.

Acting Chairman King, It may be received.

(The summary referred to was marked "Exhibit No. 563" and is

included in the appendix on p. 4022.)
Acting Chairman King. Could you logically and accurately treat

as capital, when you purchased new property, borrowed money
through the sale of bonds for the purpose of acquiring new property—

•

for instance. Van Sweringen, you stated that is included in this ten
billion summary?
Mr. Barriger. Yes; purchases are included in there and that, tech-

nically speaking, does not represent new capital going into the in-

dustry.

Mr. Nehemkis. That is to say, as you distinguished a moment ago,
Mr. Barriger, that is something which did not go into new plant;
that was a kind of, shall we say, squirrel cage activity ?
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Mr. Barriger. Yes; and a little later I measure investments of that
character, although at that time I will point out that not all of those
investments were of this nature.

Acting Chairman King. It would be inaccurate then to say that

$10,000,000,000 was new capital or was invested for capitalistic pur-
poses because a large part of it was utilized in the purchase of addi-
tional property which was railroad property ?

Mr. Barriger, That is correct.

Mr. Henderson. As I understand it, Mr. Barriger, this statement
up to date shows the source and the amount of funds that were avail-

able, and you are going to deal later with what
Mr. Barriger (interposing). What was done with them?
Mr. Henderson. The disposal was?
Mr. Barriger. That is correct.

Mr. Henderson. Did you put into the record the percentages of
these three main sources that make up the total?

Mr. Barriger. Yes; the percentages are computed.
Mr. Henderson. Did you put them into the record directly ?

Mr. Barriger. No; I didn't mention them.
Mr. Henderson, Do you mind if I

Mr. Barriger (interposing). I wish you would,
Mr. Henderson. As I understand it, 71.81 percent of the funds

available for capital purposes for these railroads from 1921 to 1937
came from income; 9.40 percent came from decreases in working
capital; and 18.79 came from securities.

Mr. Barriger. Yes, sir. From time to time in my previous dis-

cussion I alluded to depreciation charges to roadway and equipment,
which were included in maintenance of way and equipment, respec-

tively, and I also mentioned the retirements which went through those
accounts, and I thought accordingly it might be helpful to put into the
record the total maintenance expenses for road and equipment sepa-
lately, and totalized for maintenance of class I railroads, excluding all

of these depreciation and retirement charges. These are the current
expenses for restoring the service life used up by the elements and
wear, and these total large sums of ten billion eight hundred thirty-

one million for the roadway maintenance ; thirteen billion eight hun-
dred and seventy-five million for equipment maintenance, or a total

of twenty-four billion seven hundred and seven million for mainte-
nance expenditures of the American railroads, '21 to '37, inclusive, ex-

cluding depreciation and retirements.

Acting Chairman King. Do any of those numbers indicate the
amount that Avas utilized for the purchase of trucks, passenger, and
bus lines?

Mr. Barriger. No; I regret. Senator, that we have not broken
the capital expenditures down to that detail.

Acting Chairman King. At any rate, a considerable sum was
utilized in the acquisition of bus lines.

Mr. Nehemkis. Could you tell us in a very general way, Mr. Bar-
riger, what your understanding of the over-all amount which went
for such acquisitions was ?

^

^
' Mr. Ban-iger subsequently informed the committee that he was unable to obtain the

information on busses.
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Mr. Barriger. I regret that I can't because the bus and truck

acquisitions were, ahnost invariably, through subsidiary companies.
Mr. Nehemkis. Woukl it be a difiicult matter for your statistical

department to compile that material for the information of the com-
mittee ?

Mr. Barriger. I shall endeavor to do it.

Mr. Nehemkis. We will be very grateful if we might have it.

Mr. Barriger. If it can be done, we will do it. 1 am not certain

that the records are available, but if they are, it will be done.^

Acting Chairman King. What part of the expenditures to which
you have referred were made by, or in connection ^ith, subsidiary

companies and what receipts, if any, were obtained from those sub-

sidiary companies?
Mr. Barriger. When you speake of subsidiary companies
Acting Chairman King (interposing). I am using the term you

used.

Mr. Barriger. Yes. I ])resume you mean those nonoperating affili-

ates rather than a subsidiary operating railroad company, and if I

may—I think this next table may cover that point.

Mr. Nehemkis. Before you do that, Mr. Barriger, may I otfer into

evidence a table entitled "Expenditure for Maintenance, Class I

Eailroads, Excluding Depreciation and Retirements."

(Ilie table referred to was marked "Exhibit No. 564" and is in-

cluded in the appendix on p. 4023.)

Dr. LuBiN. Mr. Barriger, you just used the figure of $24,000,000,000

approximately that was invested in the roads between 1921 and 1937.

Can you telfus offhand how that sum of $24,000,000,000 compares
with the total valuation of the railroads as made by the I. C. C. ?

Mr. Barriger. That sum of 24 billion was the amount expended on
maintenance and charged in accordance with the Interstate Commerce
Connnission rules to operating expenses and excluded the charges
for depreciation and retirements. That was an operating expense for

repairing locomotives and cars and repairing track and repairing

bridges, buildings, purely the ordinary routine maintenance and that
proportion of replacement which the Interstate Commerce Commis-
sion accounting regulations require to be charged to operating ex-

penses. If I may ask your indulgence to explain that point a little

more fully. When a railroad replaces a 90-pound rail with a 112-

pound rail, that proportion of the cost of the 112-pound rail wliich

represents a mere replacement of what existed before would go into

the operating expenses. The cost of the additional rail weight, and
the cost of the laying of that additional rail weight—and, of course,

that is worked out by engineering formula—would go to capital. So
when you replace 90 with 112-pound rails, the principal part of( the

cost runs into a maintenance-of-way expense account, but a little bit

of it—the ecjuivalent to the additional material or the betterment—is

capitalized.

Now, accordingly, ordinary maintenance is composed of those two
kinds of charges; one is to operating expense, representing, you might
say, replacement in kind ; and the other, that which is in addition to

replacement in kind goes into capital, where you have a betterment
or an improvement. Where like replace like all an operating expense,
as, for example, when ties are replaced ; I might say that ties, accord-

1 Mr. Barriger subsequently informed the committee that he was unable to obtain the
information on busses.
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ing to the Interstate Commerce Commission, are the only railway

item which, when an improvement is made is not capitalized unless

you so desire, and there is only one railroad that I know of that has

ever desired to avail itself of "the privilege of capitalizing the addi-

tional cost of the improved ties; that is to say, where treated ties of a

superior quality replaced untreated ties of a lower quality.

Dr. LuBiN. Mr. Barriger, when these rails are put in let's assume

that so many new rails were put in in the year of 1938; are those

written off partly in 1939 as they start wearing out?

Mr. Barriger." No ; roadway and track is not depreciated because

i-ailroad plant does not wear out as a unit; it w^ears out gradually.

When a car wears out, that whole car is destroyed at one time and
replaced. Units of equipment are written down gradually, but on
structures and track, there is a piecemeal replacement and the fact

that the plant never wears out in entirety, leads to ordinary mainte-

nance, if it is kept up to the required standard, fully replacing the

service life, as it is taken out. No depreciation is charged save on
certain large structures.

Railroads may depreciate a bridge; they may depreciate a partic-

ular building, but they are not required by the Interstate Commerce
Commission to depreciate their roadway, although tliat is a subject

iibout which there has been some discussion and the practice may
later be changed.

Dr. LuBiN. What does this mean in terms of the railroad accounts?

In other words, if railroad A decides it is not going to replace rails

this year, it is going to make them last another year if it can, does

the same thing next year, and the year after, and the fourth year

decides it is going to replace all it wants to replace. In other words,

they replace only the essential ones in the first 4 years; their operat-

ing expenses take a terrific jump.
Mr. Barriger. They can be distorted. ISIaintenance expenses are

in part a matter of policy. While the maintenance expenses are

incurred currently, it is within the discretion of the management as

to whether or not the maintenance at any one time shall be equal to

the service life worn out, or shall be less than that in order to con-

serve revenues for other purposes. Or you can anticipate mainte-
nance by doing more than you need, more or less doing next year's

work in advance. Accordingly, maintenance expenses for any rail-

road probably should be averaged over a period of time rather than
considered for a single year.

The next table, schedule F, summarizes the capital requirements
of class I railroads and their lessor companies.

Mr. Nehemkis. What is meant by a class I railroad ?

Mr. Barriger. That is a railroad with a gross revenue in excess
of $1,000,000 a year. The class I railroads of the country earn
about 98 percent of the gross revenues and carry about that pro-
portion of the traffic of the country. Many of these large class I
railroads comprise not merely the lines owned by the operating
com})anies, but those leased to them. The Pennsylvania Railroad,
for example, conducts a large proportion of its operations on leased
railroad property; so does the New York Central and a good
many others, and we would have to include those lessor companias.
The Pennsylvania, for example, owns virtually no railroad mileage
outside of the State of Pennsylvania, and not all of the mileage it

operates in that State. The rest is largely leased railroad property,
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SO you should include all these leased lines to obtain the total capital

requirements of all railways used in producing the revenues of the

class I carriers.

Mr. Nehemkis. Would it be a fair statement, Mr. Barriger, that

any generalizations you make about class I railroads broadly speak-

ing, cover the American transporation system, the railroad system?

Mr. Barriger. In some cases these statistics that I have submitted

are for class I railroads and in some they include smaller railroads,

because I wasn't able at all to have a consistent separation all the way
through, but the difference in material represents about 2 percent.

Acting Chairman King. Would it be inconvenient for you to fur-

nish the names of all the railroads which are embraced in your
discussion, the mileage of each, and classification and the subsidiaries

of each?^ I would like to know something about these subsidiaries

and what their functions are.

Mr. Nehemkis. Could you conveniently, Mr. Barriger, prepare a

memorandum on that for the committee? Would that involve any
great burden ?

Mr. Barriger. No ; that can be done.

Mr. Nehemkis. You will do that? Thank you very much.
Acting Chairman King. Have you come to a stopping point con-

venient to you?
Mr. Barriger. I have two tables to discuss and I can run through

them in 5 minutes.
Acting Chairman King. We intended to adjourn at 12 o'clock.

If you can do that in a few minutes, go ahead.
Mr. Barriger. This table F shows the capital requirements of the

class I railroads and their lessor companies, for investment in trans-

portation properties. This is the purpose to which this capital was
put. Additions and betterments to railroad property totaled $9,480,-

000,000, new lines and extensions $380,000,000, a total of $9,860,-

000,000. The investments in miscellaneous physical property not
related to railroad operation, $13,000,000. The sinking funds and
miscellaneous deposits of that nature represented an actual decrease
of $21,000,000, that is they drew $21,000,000 out of sinking funds to

invest in the mortgage and property, presumably under the mort-
gages for which those
Mr. Nehemkis (interposing). Expansion of plant, in other words.
Mr. Barriger. Expansion of plant of the mortgaged property

securing the bonds into which those sinking fund payments were
made.
Mr. Nehemkis. But a kind of physical investment, as distinguished

from what you have previously described as financial investment;
is that correct?

Mr. Barriger. Yes. Now the investment in securities and affili-

ated and subsidiary companies—and this is where investment in
outside railway securities would come in, not this entire sum, but
probably a substantial part of it: $814,000,000, other investments
$3,700,000, increases in working capital $714,000,000, and the total is

$10,509,000,000.

^ This information is available in the Fifty-first Annual Report of the Interstate Com-
merce Commissiion, Stati.«tics of Railways in the United States, sec. C. pp. 214-247.
inclusive.
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This last table, schedule H, recapitulates the sources and applica-

tions, with the percentage.

Mr. Nehemkis. Just a moment, so we don't confuse the reporter,

may I offer in evidence a table entitled "Capital requirements, class I

raiiAvays and their lessor companies"?
Acting Chairman King. It may be received.

(The^able referred to was marked "Exhibit No. 565" and is in-

cluded in the appendix on p. 4024.)

Mr. Nehemkis. And may I also offer in evidence, Senator King, a

table entitled "Sources and application of railway capital"?

Acting Chairman King. It may be received,

(The table referred to was marked "Exhibit No. 566" and is in-

cluded in the appendix on p. 4025.)

Mr. Barriger. The last table, a supplement to table H, is primarily
for the purpose of showing the credits for retired property to indi-

cate the net increases in investment, the net development of the prop-
erty which was approximately $5,400,000,000. As I indicated previ-

ously, it is just as important to provide capital for property worn out
as for new property created.

In conclusion, may I state that we have not, throughout this table,

been able to give effect to the discounts at vdiich securities may
have been sold, or the premiums realized in the sale of securities ; that
we have taken in all cases the par amount but I don't think that has
introduced any error, because discount is w^ritten off as a charge to

operating expense each year, or to profit and loss, and introduced a
negligible error into the table.

Mr. Nehemkis. Senator King, may I offer into evidence a table

entitled "Changes in Investment in Road and Ec[uipment of Class I
roads and their Leasor Companies."
Acting Chairman King. It may be received.

(The table referred to Avas marked "Exhibit No. 567" and is in-

cluded in the appendix on p. 4026.)

Dr. LuBiN. Mr. Barriger, can you in recapitulating, so that the
figures may be more simply folloAved, state what the amount was
invested in plant and equipment that was paid for from this fund
which is made up of depreciation account, profits, and other sources

of income that you mentioned in your first exhibit? What is that
total?

Mr, Barriger. That was 7 billion and and some hundred million.

Dr. LuBiN. In other words, over a period from 1921 to 1937,

$7,000,000,000 was reinvested in roads?
Mr. Barriger. Yes.
Dr. LuBiN. Under the accounting system of the I. C. C. w^hich does

not include maintenance of way as new investment.
Mr. Barriger. That is correct.

Dr. LuBiN. How does that 7 billion compare to the total value
of the roads?
Mr. Barriger. The total value of the railroads as computed by the

Interstate Commerce Commission is a little under $20,000,000,000.
Dr. LuBiN. In other words, roughly during this period of 18 years

the railroads reinvested an amount equal to a third of their value
as computed by the I. C. C. ?

Mr. Barriger. Out of earnings.
Dr. LuBiN. Out of earnings and deductions?
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Mr. Barriger. Yes. sir.

Mr. Nehemkis. Senator King, may I advise the committee that

Mr. Stettinius will be present as the first witness this afternoon, if

that is tlie pleasnre of the committee.
Acting Chairman King. So you withdraw the witness for the time

being and Mr. Stettinius will be here at 2 o'clock. We will reas-

semble at 2 o'clock.

(Whereupon, at 12 noon, a recess was taken until 2 p. m. of the

same da,y.)

AFTERNOQX SESSION

(The hearing was resumed at 2:15 o'clock upon the expiration

of the recess.)

The Chairman. The committee will please come to order. Are you
ready to proceed, Mr. Nehemkis?
Mr. Nehemkis. I am, sir.

Mr. Henderson. Mr. Chairman, it is the S. E. C.'s purpose with
the next series of witnesses to ])resent a general discussion of interiial

corporation financing, and the natural and logical source for expert
testimony on questions of policy and the availability of internal

funds for the financing of plant and equipment expansion is certainly

the executives of typical leading American corporations whose ex-

perience we want to tap in this next set of hearings.

One of the things that the S. E. C. would like to bring out by
means of these distinguished witnesses is the importance of internal

sources of funds as compared to the tapping of savings on the out-

side. In other words, what is the relative importance from the stand-

point of large American corporations of the availability of funds
from depreciation and depletion accounts as compared with funds
available through the sales of securities? Today a witness from
R. F. C. discussed railroad financing from 1921 to 1937. and before
w^e have completed this particular series of hearings testimony as to

other fields will be adduced from other witnesses.

Are you ready to proceed?
Mr. Nehemkis. I am, sir.

The Securities and Exchange Commission calls Mr. Edward R.
Stettinius, Jr., chairman of tlie board of directors of the United
States Steel Corjxn-ation.

The Chairman. Mv. Stettinius, do you solemnly swear that the

testimony you are about to give in this proceeding shall be the truth,

the whole truth, and nothing but the truth, so help you God?
Mr. Stettinius. I do, Mr. Chairman.

TESTIMONY OP EDWARD R. STETTINIUS, JR., CHAIRMAN OF THE
BOARD, UNITED STATES STEEL CORPORATION, NEW YORK
CITY

Mr. Nehemkis. Mr. Chairman and gentlemen of the committee,
may I ask that the following procedure, if it meets with the com-
mittee's pleasure, when we shall have occasion to deal with matters
pertaining to facts and figures, and it is not possible for any one indi-

vidual to carry everything in his mind, accordingly I suggest the
following : That Mr. Stettinius avail himself of the aid of those who
are sitting with him. I shall ask if he adopts the answer as his,
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and if he so indicates, then that answer will go into the record. Is

that agreeable to yon, Mr. Chairman ?

The Chairmax. "Without objection, that procedure will be fol-

lowed. I don't think it will be necessary for you to ask in each

instance if the witness adopts it. It will be adopted.

]Mr. Neiiemkis. Thank you, sir. Mr. Stettinius, will you indicate

briefly the history of your association with the U. S. Steel Corpora-
tion '.

Mr. Stettinius. I joined, Mr. Nehemkis, the U. S. Steel Cor-
poration in April 1934 at the request of Mr. Myron C. Taylor, then

chairman of the board. I received the title of vice chairman of

the finance committee. I later was elected chairman of the finance

committee and recently, about a year ago, was made the chairman of

the board of the Corporation.

^ir. Xehemkis. As I understand it, Mr. Stettinius. the U. S. Steel

Corporation is a holding company which was first organized in the

year 11)01; is that correct?

]\Ir. Stettinius. That is correct, Mr. Nehemkis.
^Ir. Nehemkis. And am I correct in understanding that the U. S.

Steel Corporation owns a controlling stock interest in various sub-

sidiaries which as a group principally conduct integrated operations
foi- the production and sale of a wide variety of finished and semi-
finislied steel products?

^Ir. Stettinius. That is correct, sir.

]\Ir. Nehemkis. And am I correct in understanding that the prin-

cipal subsidiaries of the U. S. Steel Corporation are the following:
Carnegie-Illinois Steel Corporation, National Tube Co., American
Steel & Wire Co., Oil Well Supply Co., Tennessee Coal, Iron &
Railroad Co., Universal Atlas Cement Co., and Columbia Steel Co.?

]\Ir. Stettinius. I think the American Bridge Co. should be added
as an important subsidiary.

Mr. Nehemkis. The American Bridge Co.?
]\Ir. Stettinius. Yes.
^Ir. Nehemkis. And would you say that the following statement

which I am going to read into the record was substantially correct,
as indicating the principal products of the manufacturing subsidiaries
of U. S. Steel Corporation : Rolled ste^l and forged steel products,
flat rolled products, seamless and welded steel tubular products, oil

field equipment, alloy steel, wire and wire products, high tensile steel
})roducts, structural steel, cement, pig iron?
Mr. Stettinius. That is substantially correct.

Mr. Nehemkis. Bearing in mind, Mr. Stettinius, that you are not
confined to facts within your own personal knowledge, I am going
to a.sk you to state in your own words some of the new processes of
the U. S. Steel Corporation to the extent that you are prepared to
do so. Will you begin, Mr. Stettinius?
Mr. Stettinius. Well, gentlemen, generally speaking; it must be

realized that the steel industry has been through a revolution since
the early 1920's. New products have been developed; tlie quality of
others has been radically improved. While actually they are new
materials, still in many cases they are called by the old names. Many
of these improvements and developments have been made in the re-

search laboratories of the sreel industry and in the laboratories of the
ultimate consumers. Large-scale experimentation has been necessary

124491—40—pt. 9 7
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and the fact is that the steel industry spends many millions of dollars

annually carrying scientific studies and new developments forward.

Creation of new and improved products involved practically a com-
plete rebuilding of the finishing facilities of the steel industry. The
various forward strides in treating raw materials and in blast fur-

nace and open-hearth practice are others. The Steel Corporation
alone has spent over $500,000,000 in the past 10 years in improving
existing facilities and in the construction of new plants and facilities

to produce these new steel products to which I refer.

These rapid strides in the science of steel making have had and will

continue to have a profound effect on the national economy. It has
been possible to develop natural resources. The newer progress in

transportation, the better preparation and the preservation of food-

stuifs, the economical construction of modern plant and office build-

ings, and better roads, better agricultural buildings and products,

improved airplane construction, have all—and other examples that I

could mention—made distinct contributions.

Mr. Nehemkis, I should like to give a few brief, specific examples
of individual products and individual industries that I think would
be of interest to the committee, such as oil, food preservation, the

automobile industry, railroading and structural, and then a word
about stainless steel and housing which I think will be particularly

significant.

Fifteen years ago there was a definite Ihnitation on the utilization

of oil as a natural resource, by reason of the fact tliat the steel pipe

in use would permit drilling to only a depth of 5,000 feet. Improve-
ment in the steel industry's method of ]:)roducing pipe now enables

oil drilling to a depth of 15,000 feet. This has tapped new sources

of oil supply which are very important not only in peacetime pur-

suits but from the standpoint of national defense. A case in point
is the Kettleman Hills fields in California where the first drilling

of oil, as you know, was unsuccessful because of the limitation of
the depths that it was possible to go with the product then at hand.
Some years later by the use of the new pipe to which I have re-

ferred, these vastly rich reservoirs were successfully brought into
production.

This has been true also in oil and gas fields in Texas and Colorado
and to some extent in Louisiana.
Now, a word on food preservation and tin plate. Another im-

portant service, rendered by the steel industry is the preservation
and handling of foods. In 1937 the steel industry provided tin plate

for over 16,000,000,000 cans produced in tliis country. The tin plate

produced today enables the packing of a wide variety of products
that was not possible 10 years ago. A basic improvement in tin

plate itself was necessary to accomplish this result.

In the automobile industry also distinctive advances have been
made. Cold reduced sheets, the introduction of which has been an
outstanding development, have made possible the all-steel- top with
the added safety factor and the new body and the fender and the
hood construction which we now have. Not only that, but these

sheets have been improved so that one forming operation, that is,

the stamping of the metal, can now take place, compared with the
several operations that used to be required when the old-style hot-

rolled sheet was employed, which is a very important element.
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There have been important developments, as you all know, in trans-

portation. Faster, lighter, and more comfortable trains have become
an actuality in the last 6 years. Stronger steels have been developed

by combining chromium and other elements with steel, which lend

special qualities, such as hardness, heat resistance, and resistance to

corrosion. Alloy steels are used in a great many branches of indus-

try. Most of the stressed mechanical and moving parts of machines
are made of such alloy steel. Silicon alloj^ steels are standard for

the production of transformers and in the field of generators and
motors. In the building of tractors, and practically all kinds of

farming equipment, various kinds of alloy steels are used in the

production of important parts.

Likewise in the chemical and the processing industries, alloy steels

have a place of high utility. The Steel Corporation, through its

subsidiaries, has played a large part in the development and pro-

duction of alloy steels. In recent years it has brought out an alloy

steel known in the trade as Cor-ten. You would be interested I think

to know where the name came from, the combination of the words
"corrosion" and "tensile"—corrosion-resistant and high tensile, the

trade name for this product.

This was developed particularly for the production of mobile
equipment such as rolling stock, railroad trains, or street cars and
busses, and the like. The production of this product has had a large

influence in the reduction of the dead-weight load which has been
significant in economies in this field.

In the case of Cor-ten, resistance to atmospheric corrosion is four
to six times that of ordinary carbon steel, and the tensile strength
is approximately double that of ordinary carbon steel.

Now, a word on stainless steel, which is a bit more dramatic, and
I think would interest the committee. While most highly drama-
tized in connection with the streamlined train, stainless steel has a
wide variety of uses in many fields. Many of the articles familiar
in the home are made of this new product—table tops, cutlery, table-
ware, }3arts of the electric refrigerator, and other electrical devices
use stainless steel in substantial quantities. Architects, as you all

know, are using stainless steel widely in the interior and exterior of
buildings, private and commercial. Stainless steel has entered into
construction in the aviation industry in wing struts, ailerons, rud-
ders, and other parts of the airplane, and the Steel Corporation has
important plans for furthering the use of stainless steel in the avia-
tion industry.

Rail improvements are another item. Constant improvements have
been made, as you all know, in the weight and in strength and in
quality of railroad rails, making possible great safety factors which
have served to reduce accidents. New high-speed trains have brought
about a great advance in this development. Specifically, major
advances have been made in the heat treatment of rails whereby de-
fects known as shatter cracks are greatly minimized.

I should like to turn briefly to structural steel. One of the widest
uses of steel, as you all are familiar, is in the construction industry.
Modern skyscrapers and bridges are dependent upon developments
in structural steel. One of the more fundamental measures in recent
years has been the standardization and the utilization of the improved
wide flange beam. Prior to the early 1920's many structural sec-
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tions were built up from plates and shapes, which involved consid-
erable fabricating, resulting in a more costly and heavier section.

The virtual elimination of the smaller built-up section has effected

savings up to as much as 20 jjercent in the cost of the steel, erected,

for high-tier buildings. For the lower-tier buildings, smaller apart-
ment houses, etc., the savings is estimated at 15 percent.

In the building of bridges the savings have been estimated to have
decreased the cost of the steel, erected, anywhere from 5 to '20 ])ereent,

and in addition to that there is, of course, the important factor of
materially decreasing dead-weight load of the structure.

In the low-cost housing field, within recent years we have been
studying the application of steel to the construction of residences

and comparatively small buildings. Cooperative experimental work
on steel framing and on systems of construction has been sup})oi-ted

and numerous possible methods of construction have been analyzed
from an engineering point of view. In our own laboratories the

Corporation has designed and developed a system of fabricated houses
which promises to make a very valuable contribution in the low-cost

field.

It will be of interest to the committee, I am sure, to know that

to meet the conditions prevailing in the South our subsidiary at

Birmingham, Ala., the Tennessee Coal, Iron & Railroad Co., has de-

veloped and designed, and is now marketing, a complete set of farm
buildings, including a house and a barn and the other outbuildings.

These buildings are fabricated mainly of steel and are characterized by
their low cost. It is a very distinct advance in the whole field. I

haven't the exact cost figures before me, but the figure of $2,500 is a

conservative figure to keep in mind for this unit.

Other improvements in the steel-making process, in the recovery

from byproducts, and in mill practices involved in the production of

modern steel products might be enumerated. These are equally

important in their particular function of furnishing a better product

nt a lower cost. Credit for steel improvements must be shared by
the various companies within the industry, and by their customers

with their laboratories whq have made this great development pos-

oible, and whose cooperation has made possible, as I say, the present-

day advances in the science of steel making.

SOURCES or CAPITAL FUNDS U. S. STEEL CORPORATION, 1921-133 8

]Mr. Nehemkis. Mr. Stettinius has just given us a very interesting

]3resentation of some of the new frontiers, industrial frontiers, that

his corporation is pushing forward. Now these frontiers have to be

developed through some kind of financing, so I think now I should like

to discuss with you, if I may, Mr. Stettinius, some of the ways in

which the United States Steel Corporation has been able steadily to

l^ush forward into the new processes and products that you have been
speaking of.

Turning now to your financing, your return to our questionnaire

discloses that you accumulated $270,000,000 out of earnings over the

life of your company, which was invested in plant, and that about
$130,000,000 of that amount was accumulated between December 31,

1921, and December 31, 1935. Is it a fact, Mr. Stettinius, that the

amounts so accumulated and invested represent that part of your
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plant expansion or replacement necessitated by depreciation and ob-
solescence actually realized in excess of the reserves provided there-

for?
Mr. Stettinius. That is correct.

Mr. Nehemkis. As of December 31, 1935, you revised your ac-

counting so as to apportion two hundred seventy million dollars out
of accumulated earnings, eighty-eight million plus to depreciation
reserves and one hundred eighty-one million plus to obsolescence re-

serves. Is that correct?

Mr. Steitinius. That is correct.

Mr. Nehemkis. That revision to which I have just referred did
not affect your surplus one way or the other, is that correct?

Mr. Stettinius. That is correct as to surplus not specifically appro-
priated.

]Mr. Nehemkis. Out of the whole two hundred seventy million dol-

lars you were able to allocate only eighty-eight million plus to specific

depreciable properties, were you not?
Mr. Stettinius. That is right.

Mr. Nehemkis. So that the one hundred eighty-one million plus
had to be absorbed in general over-all obsolescence.

Mv. Stettinius. That is correct.

Mr. Nehemkis. Now that $270,000,000 accounted in part for an
increase in your reserves for depreciation and obsolescence between
December 31, 1924, and December 31, 1935, of nearly $500,000,000, is

that correct, Mr. Stettinius?

Mr. Stettinius. Yes.
Mr. Nehemkis. Overall, then, in the period from 1921 to 1938,

inclusive, you have accumulated out of earnings about $1,000,000,000
for depreciation, obsolescence, and other factors, have you not?
Mr. Stettinius. Yes; approximately.
Mr. Nehemkis. And nearly a quarter of a billion dollars out of

earnings for surplus account.

Mr. Stetiinius. Yes; that is correct.

Mr. Nehemkis. Notwithstanding those accumulations, you thought
it desirable to go to the public market for $100,000,000 through a
debenture issue in 1938, is that correct?

Mr. Stettinius. That is correct, sir.

Mr. Nehemkis. You had done a good deal of internal financing
prior to the occasion of your visit to the money markets, is that cor-

rect, sir?

Mr. Stettinius. We had, sir.

Mr. Nehemkis. That financing had included the continuous strip

mill development, is that correct?

Mr. Stettinius. Correct.

Mr. Nehemkis. In other words, at the time of your public offering
of $100,000,000 of debentures, I might say that your company had
stripped itself a bit of cash.

Mr. Stettinius. Yes.
Mr. Nehemkis. To put the question somewhat differently, would

you say, Mr. Stettinius, that your company had, perhaps, become a
bit property poor at that time?
Mr. Stettinius. That is right.

Mr. Nehemkis. I think I have no further questions, Mr. Stettinius.

You liave given us the information I desire.
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The Chairman. Do any members of the committee desire to ask

Mr. Stettinius any questions?

Senator King. How did you determine your depreciation and obso-

lescence, etc., and that large sum which had been set up to meet those

charges ?

Mr. Stettinius. Senator, I think if you would allow me perhaps
to read our depreciation policy, which has been published in our
registration statement to the S. E. C. and in our annual report to

the S. E. C., that would answer the question of how we meet the

expenditures.

Senator King. I just wanted to know how you allocate it, how
much depreciation with respect to mills, or exhaustion of ore supplies,

or what not.

Mr. Stettinius. I think that is all brought out in this statement of

depreciation and depletion policy.

Senator King. You may read it then.

Mr. Stettinius (reading) :

The annual depreciation provision for plant and equipment (other than
investment in road and equipment of the railroads) is made on the straight-

line method and is arrived at bj applying against the investment cost of each
facility a rate of depreciation based upon the life expectancy of that facility at
its average operating use so as to provide a reserve to equal the cost of each
facility at the end of its useful operating life. The life expectancy assigned to

the depreciable facilities is based on the life experience of similar facilities

over a long period of years under varying operating conditions. The plan also

involves a revision in the rates when a change in life expectancy becomes
apparent. The provision for depreciation in any year is reduced when the
actual operating use of the facilities in that year is less than the predetermined
average use, but is not reduced in as great a proportion as the actual reduction
in operating use, and under no circumstances is reduced to less than 50 percent
of the annual provision for depreciation at the full annual rate, even if such
facilities are not operated during that year. The depletion rate per ton or
unit mined or exhausted of raw materials (ore, coal, limestone, timber, etc.)

is the pro rata investment cost of same arrived at by dividing the total esti-

mated recoverable quantity in the respective properties in operation into the

total investment cost of same. The annual provision is determined by applying
this rate to the actual quantity of raw materials removed during the year.

That is the general policy. Senator, that has been followed since

the formation of the Corporation in 1901.

Senator King. I assume before this $100,000,000 bond issue was
provided for, you furnished the S. E. C. the necessary data which
you have indicated here.

Mr. Stettinius. Oh, yes, sir.

Mr. Nehemkis. Yes; that was an issue we registered.

Senator King. Let me ask one other question. In view of the

great improvement in developments in the steel product, the in-

creased uses to which they have been put, I assume that that called

for the scrapping of property, plants, and mills which had cost mil-

lions, if not hundreds of millions, of dollars.

Mr. Stettinius. In some cases. Senator, but the true answer to

that is that the change in demand of the product has made it im-
possible to produce the new product in the older mills. Therefore,
scrapping or obsolescence isn't really quite the truth, becaiise these
mills could be used for many, many years to come, but because with
the demand for a different character of product by the consumer we
have had to modernize.
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Mr. Xehemkis. Mr. Chairman, may I offer into evidence several

exhibits which complete the testimony of Mr. Stettinius, first an
exhibit showing the sources of funds which we discussed a moment
ago?
The Chairman. How do you identify this?

Mr. Nehemkis. As the "Sources and Disposition of Funds."
The Chairman. By whom was it prepared?
Mr. Nehemkis. This was prepared by the United States Steel

Corporation.
The Chairman. Just for the purpose of the record, let the witness

identify it so it won't go in on your authority but on the authority

of Mr. Stettinius.

Mr. Nehemkis. Suppose I ask Mr. Olds, who is counsel for Mr.
Stettinius, to offer this.

The Chairman. You may offer it if you will identify it.

Mr. Stettinius. We do identify it.

The Chairman. It may be admitted.

(The table referred to was marked "Exhibit No. 568" and is

included in the appendix on p. 4026.)

Mr. Stettinius. Mr. Chairman, in answer to the Senator's ques-

tion, may I say that we did file an A-2 registration statement with
the S. E. C, a document in connection with our hundred million-

dollar debenture issue.

Mr. Nehemkis. I would like to ask Mr. Stettinius to identify two
further exhibits.

The Chairman. Very well.

Mr. Nehemkis. I think, Mr. Chairman, it will be unnecessary to

offer any further exhibits.

The Chairman. Mr. Henderson, you indicated a desire to ask a
few questions.

Mr. Henderson. About what percentage of capacity are you
operating at the present time?
Mr. Stettinius. Approximately 42 percent, Mr. Henderson,
Mr. Henderson. Have you figured out over any period of time

what the average use of vour rated capacity is, say from 1920 to

1938?
Mr. Stettinius. Yes; we have those figures available, Mr.

Henderson.
Mr. Henderson. I see them frequently in your reports.

Mr. Stettinius. I have before me a statement, Mr, Henderson, show-
ing tlie average operations for the Steel Corporation for each year
since 1920 through to 1938, inclusive, by months.

Mr. Henderson, I think I ought to say this was not a request. My
selection of 1920 was just happenstance.
Mr. Stettinius. I will be glad to submit this.'

Mr, Henderson. I would be very glad to have that submitted, Mr.
Chairman, after I have asked Mr, Stettinius some questions on it.

Mr. Stettinius. Yes.
Mr. Henderson. At what percentage of capacity were you oper-

ating in 1920?
Mr. Stettinius. In 1920 for the year we averaged 88.3.

Mr, Henderson, Wliat was the highest year between that and 1929 ?

Mr, Stettinius, The highest was 1923, 88.3 ; 1926 was 88.

Mr. Henderson, 1926 was 88. Wliat was it in 1929?
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Mr. Stetiinius. 1929 was 89.2. Of course, you understand, Mr.
Henderson, these are only purely the Steel Corporation's figures, not

the steel industry's figures.

Mr. Henderson, Yes; I understand that.

The Chairman. Was there any change in the actual capacity in the

meantime ?

Mr. Stettinius. Mr. Henderson, on January 1, 1921, our ingot

capacity was 22,693,900 tons ; January 1, 1939, it was 25,790,000 tons.

Mr. Henderson. Had it been higher than that at any period or was
it a constant growth ?

Mr. Stettinius. I think it is fair to saj' that there was a constant

rational growth over this 18-year period in our total ingot capacity,

although during the period from 1932 to 1935, inclusivp. our total ingot

capacity was more than 27,000,000 tons, as compared with 25,790,000

tons today.

Mr. Henderson. In other words, all during that period you were
either maintaining or slightly increasing your capacity ?

Mr. Stettinius. Yes; but not really materially increasing our
capacity for ingot production—rather changing the character of our
capacity in finishing facilities.

Mr. Henderson. Finishing facilities?

Mr. Stettinius. Yes.
Mr. Henderson. What was the low point after 1929 ?

Mr. Stettinius. After 1929 our low was for 1932, when our produc-
tion of finished products for sale was 18.3 percent of capacity.

Mr. Henderson. Eighteen point three ; and what has been the high
since 1929 ?

Mr. Stettinius. Since 1929? The high has been 71.2, in 1937.

Mr. Henderson. I understood that you had spent $500,000,000 in the
last 10 years in replacement of equipment ?

Mr. Stettinius. Modernization of finishing facilities really.

Mr. Henderson. Mainly modernization of finishing facilities?

Mr. Stettinius. Yes.
Mr. Henderson. During the 1920's while you had this rated capacity

and the use indicated, did you have any substantial outside financing?
Mr. Stettinius. Up until 1920 ?

Mr. Henderson. Between 1920 and 1929 ?

Mr. Stettinius. No.
Mr. Henderson. So your capacity was maintained principally from

internal financing ?

Mr. Stettinius. That is correct.

Mr. Henderson. And then what was your policy between 1930 and
say 1936, as far as replacement and expansion were concerned?
Mr. Stettinius. Yoti mean
Mr. Henderson. Did you have any substantial outlays during that

time? "VVliat I am trying to get at is, at what point was this 500
million spent in the last! 10 years—did that take place on an average
of 50 million a year, roughly, or was it somewhat concentrated in one
period?
Mr. Stettinius. Mr. Henderson, we anticipated you might be in-

terested in that, and I have before me a brief memorandum entitled,

"Modernization and Financing Program of the U. S. Steel Corpora-
tion from 1929 until 1938." Now I would
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Mr. Henderson (interposino). I must say that we have had no
culhision on this.

Mr. Stettinius. No; we have had no collusion, Mr. Chairman.
Mr. Henderson. It was just a susj^icion on your part I might ask

this question ?

Mr. Stettinius. I not only would like to offer this memorandum
but I should like, briefly, to take a few minutes

Senator King. I think you might proceed, as far as I am concerned.

^Ir. Stettinius. Mr. Chairman, in order that the committee may
clearly understand the circumstances leading up to our $100,000,000
lU-year 31/4-percent debenture issue which was sold in June 1938, I
should like, wdth your permission, to relate briefly the inception and
the carrying forward of a plant rehabilitation and modernization pro-
gram which began in 1929, just prior to the depression.

About 10 years ago the Steel Corporation conducted an exhaustive
study of the manufacturing facilities of its subsidiaries to ascertain

what rehabilitation of plant and equipment might be necessary to

meet present and future customer demands for the new and improved
products which were being developed within the steel industry, and
also to effect wherever possible economies in operation.

Work on this initial program, which primarily concerned the
manufacturing plants in the Chicago district, was started in 1929.

The bulk of the expendituie, however, came the following year, 1930,
when approximately $143,000,000 was spent for plant and equipment

;

approximately $59,000,000 additional was expended on this program
the following year of 1931. You will all recall, I am sure, the appeal
made in November 1929 by the then national administration that
industry continue all pending construction programs. The Cor-
poration met this appeal and completed its initial plant rehabilita-

tion program according to schedule.

During the dark years of 1932, 1933, and 1934 naturally no one
could foretell the extent of the business depression. The Steel Cor-
poration was then operating at a great loss. Since it was necessary
that there be adequate working funds to carry through this period,

expenditures for plant and equipment were smaller in these years
than in the years just prior to and following that period. Never-
theless, the program to provide modern manufacturing facilities

capable of supplying the new demands for steel products was carried

on. For example, cold reduction mills at Gary, Ind., and a new
continuous strip mill at McDonald, Ohio, were built.

Incidentally, these mills for the rolling of plate and strip are of the
most modern type and are designed to meet the most exacting
specifications of our customers. With the improvement of business

in 1935 the Steel Corporation decided to go forward actively with its

plant rehabilitation and modernization program. In February 1935
the expenditure of $47,000,000 for new facilities was authorized. Dur-
ing the 4-year period of 1935, 1936, 1937, and 1938 expenditures for
modernization of plant and equipment aggregated in excess of
$300,000,000.

Among the facilities installed during this period
The Chairman (interposing). What was the period again?
ISIr. Stettinius. The 4 years from 1935 to 1938, inclusive, $300,-

OOii.OOO. Among the facilities installed during this period I should
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like to mention the 100-inch semi-continuous sheared plate mill at

Homestead; the extensive new mills in the Birmingham district for

the production of cold-reduced tin plate; and the new Irvin Works
at Pittsburgh for the production of hot rolled strip and sheets and
cold reduced sheets and tin plate. The new mills at Birmingham
and the Irvin Works alone cost in excess of $100,000,000.

We were fortunate in having Dr. Lubin out in Pittsburgh last

December at the opening of this mill. Now we realize that you
gentlemen are terribly pressed for time, but if you would ever like

to see a motion picture of this new mill, which can be shown in 15

minutes, we can arrange it for you; one of the most dramatic stories

I know of in the industrial history of the present time.

These mills constitute modern, efficient, and completely coordinated

units for the production of a wide range of flat-rolled finished

products, such as strip, sheets, and tin plate. These mills were built

to supply the new kinds of steel which today are used generally in

the automobile industry, the refrigerator industry, and in the canning
and tin-plate industry. These great expenditures at a time when the

current business of the Steel Corporation was not prosperous, with
the exception of the year 1937, substantially reduced the liquid assets

of our Corporation. According to the figures submitted to the com-
mittee, cash and marketable securities were some $17,000,000 less at

the end of 1936 than they were at the end of 1935.

Cash and marketable securities dropped another $38,000,000 in

1937. Early in 1937, when the outlook for the Steel Corporation was
much improved over the preceding 5 years, the prospects for outside

financing seemed to be more promising. The management of the

corporation then gave serious consideration to the best way of raising

$100,000,000 of new cash so as to avoid depletion of its cash position

which had resulted and would result from carrying forward the

balance of this great program to which I have referred.

In March 1937 the common stock of the Corporation, with par
value of $100 per share, was quoted on the New York Stock Ex-
change well above par. The management thought there was a good
possibility, in view of improved business conditions, that our stock-

holders would subscribe at par for an issue of 1,000,000 shares of
common stock.

Legally, the stock could not be issued for less than $100 per share,

its par value. It was never contem])lated that such a common stock

issue should be underwritten. Work was at once started on the pre-

paration of a registration statement to be filed with the Securities

and Exchange Commission covering an issue of 1,000,000 shares of
common stock. The Securities and Exchange Commission was ad-

vised that the Corporation expected to file such a registration state-

ment by June 30, 1937.

Although the registration statement was practically completed, once
in the first half of 1937 and again in the second half of that year, such
a statement was not filed because of the weakness which developed
after March 1937 in the market for the outstanding common stock

of the Corporation, making it impossible to sell common stock at $100
a share, the par value. Therefore, financing by means of an issue

of common stock necessarily had to be definitely abandoned at the
end of the year 1937.
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On December 31, 1937, the unexpended balance of appropriations

for the completion of the modernization program was approximately

$80,000,000.

Mr. Henderson. What is that again?

Mr. Stettinius. Eighty millions at December 31, 1937 ; unexpended
balance on authorized appropriations was $80,000,000. In view of

this situation, the management deemed it prudent to borrow $50,-

000,000 from a group of banks in New York, Chicago, and Pitts-

burgh. This loan was made on February 1, 1938, Ten million dol-

lars of this loan was for 1 year, forty million was equally divided

between 2- and 3-year maturities. The rates of interest were those

currently in effect for bank loans of this character.

The management of the Corporation did not feel that the cash re-

quirements of the Corporation were fully met by this $50,000,000 bank
loan. Accordingly, the Corporation in 1938 converted into cash ap-

proximately $2€,000,000 of its holdings of Gov^ernment bonds, and
on March 30, 1938, disposed of its holdings of $30,000,000 of first-

mortgage 3y2-percent bonds of the Duluth, Missabe & Iron Kange
Railroad, a fully owned subsidiary.

At the end of April 1938, at which time it seemed possible to bring

out an issue of 10-year obligations upon satisfactory terms, we de-

cided to proceed with an issue of unsecured 10-year debentures in the

principal amount of $100,000,000. We felt that the registration of

the issue under the Securities Act of 1933 could be completed by
June 1, 1938.

The registration statement was filed with the Securities and Ex-
change Commission and became effective on May 31, 1938. The
debentures were offered to the public on June 2 by an underwriting

group of 102 members, headed by Morgan Stanley & Co. The deben-

tures were sold to the underwriters at 981/^ and were offered to the

public at 100. They carried interest at the rate of 314-percent per

annum. The net proceeds from this debenture issue amounted, after

underwriting commissions and expenses, to approximately ninety-

seven million eight hundred and seventy thousand dollars, which were
used to pay off the $50,000,000 bank loans, and the balance was added
to the cash funds of the Corporation, which had been and were contin-

uing to be heavily drawn upon to complete the plant-modernization

program which I previously discussed.

The Corporation's cash and marketable securities at December 31,

1938, were approximately $52,000,000 more than at December 31, 1937,

amounting to approximately $138,000,000 at December 31, 1938, as

compared with approximately $86,000,000 the year before. While
the unexpended authorizations for property additions and better-

ments at the end of 1938 amounted to approximately $22,000,000, the

major part of the '36, '37, and '38 program which I have discussed

was then practically completed.

RELATION OF OPERATING RATIO TO VOLUME OF CAPITAL EXPEflSfDITDRE U. S.

steel CORPORATION

Mr. Henderson. As I gather, during the 1920's, while you had
a very high use of capacity, you didn't have any occasion to go to the
capital markets for any substantial sum. In fact, the kind of opera-
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tion you had was a conversion operation. That was your major
operation.

Mr. Stettinius. That is correct—financing largely from within.

Mr. Henderson. Then in 1929, before the break, you had a very
substantial building program in contemplation which you went
through with, and for the most part it was financed out of internal

funds of the Corporation.
Mr. Stettinius. Correct.

Mr. Henderson. And then again in 1936, with better business

conditions and the prospect of their continuance, you had another
program which you have aptly characterized as bringing your equip-

ment up to date.

Mr. Stettinius. That is correct.

Mr. Henderson. And in this period you depleted the accumulated
funds which had not been de]3leted by your low volume of opera-
tions, and therefore you w^ere in need of additional financing.

Mr. Stettinius. Right.
Mr. Henderson. Which, as you have just explained, has been ob-

tained very satisfactorily.

Well, that means that over a period of about 10 years in the

1920's and another 9 to 10 years in the 1930's, you have had very
little occasion to go to the market for a tapping of the reservoirs

of savings there.

Mr. Stettinius. That is right, principally with the exception, Mr.
Henderson, of issues of railroad equipment trust certificates for cer-

tain of the subsidiary railroads.

Mr. Henderson. But that was for something outside.

Mr. Stettinius. In relatively small amounts, and those were the

principal occasions for going outside for funds.

]\Ir. Henderson. I am not pressing on this, but is that your under-
standing of the experience of other large corporations in your indus-

try, or is yours, you might say, unique?
Mr. Stettinius. I think, Mr. Henderson, there has been, gener-

ally speaking, probably more outside financing within the steel

industry than we typify.

Mr. Henderson. So that yours is a little unique; but let me ask
you this: Companies competing with yours have been compelled to

modernize by the same driving forces that required you to go into

extensive modernization ?

Mr. Stettinius. Entirely to meet customer demand.
Mr. Henderson. The actual requirements of your business occa-

sioned that?
INIr. Stettinius. That is correct.

Mr. Henderson. You are running at about 42 percent of capacity

now; and as I understand it, this recent 3-year improvement program
has been completed. How long do you think it would be before you
would have either to modernize in such a substantial way, as you
recently did, or expand your equipment?
Mr. Stettinius. Well, I think anybody, to answer that intelli-

gently, Mr. Henderson, would almost have to be a prophet, because

he would be speculating with technological advance in the science

chemically and metallurgicaly.

Mr. Henderson. Put it this way : If we had a similar change in

consumer demand you would have to meet it by modernizing as needed.
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But at what percentage of operation over any sustained period would
you have to consider expanding your capacity? You expanded last

time when it got to 60 or 70.

Mr. Stettinius. We didn't expand; we modernized. We didn't
add substantially to our capacity.

Mr. Henderson. You expanded your demand on the durable
goods market, certainly; regardless of whether it was additional ca-

pacity, which it was not, or whether it was modernization, you did
come in and make a considerable demand on other machinery manu-
facturers and the like. That is the point I am getting at.

Mr. Stettinius. Oh, entirely correct.

Senator King. Was the gross value of the output, by reason of that
modernization in the market, larger or smaller—the value of your
output after the modernization?

]Mr. Stettinius. Well, I think that our consumers have got the
benefit of most of the economies as a result of price pressure, sir.

Senator Kino. What I mean is, were your gross receipts larger
or smaller after the modernization ?

Mr. Stettinius. We have a statement here. I would say that
they should be larger theoretically, but actually perhaps they have
been smaller as a result of the price structure during the time,
which is a rather technical explanation. If you would like to have
a statement prepared we would be delighted to do that.

Mr. Henderson. Isn't that also due to the low percentage of ca-
pacity at which you are operating, which throws an extraordinary
burden of expense onto a small volume?
Mr. Stettinius. That is correct.

Mr. Henders(»n. AVoll, you don't have in mind, then, at what point
of acceleration in demand that might be sustained you might have to
consider an expansion of your capacity ?

Mr. Stettinius. That is, to add to our facilities, to produce more
goods ?

Mr. Henderson. Yes. Do you foresee that, or have you any point
in mind at which that might take place ?

Mr. Stettinius. We haven't prepared a statement of that kind.
We would be delighted to have our market analysis department
apply themselves.

Mr. Henderson. I think you have answered my question. In
the discussion of the future of the Corporation, that particular con-
sideration has not entered. Isn't that what you mean ?

Mr. Stettinius. That is correct.

Mr. Henderson. So in the foreseeable near future the prospect
that you will be in the market, tapping for any large sum for an
expansion of your capacity, is just not there ?

Mr. Stettinius. I mean, if you want to take for example that an
automobile normal year is a 5,000,000-car

Mr. Henderson (interposing). Pardon me, I wouldn't. We will
get into a discussion of normality, and I don't think 5,000,000 is a
normal year.

Mr. Stettinius. There are sufficient sheet facilities in the steel

industry today to meet the requirements of the automobile industry,
for example, as far as we can see ahead.
Mr. Henderson. Do you get the point?
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Senator King. I get the point. That is, your productive capacity

for the demands of the automobile or any other business, if it con-

tinues along the present lines, is sufficient to meet those demands ?

Mr. Stettinius. That is correct.

The Chairman. Are there any other questions?

Secretary Patterson, please.

Mr. Patterson. Mr. Chairman, from two points I should like to

comment on Mr. Stettinius' testimony. One point he has brought

out and the other point he has not. I think the financial policy as

you have outlined it, Mr. Stettinius, of modernization of research

and expansion, is sound from the public as well as the i)rivate in-

terests' viewpoint. That is point 1.

Now, point 2 : You have not pointed out the broad social view-

point in its public and labor relations that has challenged your com-
pany. Both showed that private interest and public interest can,

as they should, work together.

Now, what I am specifically interested in is the statement you read

about housing. Do I understand that the Steel Corporation has a

subsidiary that is set up to do a housing job?

Mr. Stettinius. The housing reference, Mr. Secretary, was that

our subsidiary Tennessee Coal, Iron & Railroad Co. at Birmingham,
Ala., has recently designed and put into production, along with its

other manufacturing facilities, a system of building small four- or

five-room houses with the outbuildings, which will be built in semi-

mass production and virtually prefabricated so they can be erected

on the job. That, we feel, is going to be a distinct advance in the

South from the standpoint of giving low cost durable housing to

both the farming area and the industrial area of the South, but that

is entirely within the Tennessee Co., Mr. Patterson, and concerns a

new product.
Dr. LuBiN. Mr. Stettinius, it may be that before I came you talked

of this point and, if so, it won't be necessary to attempt to answer
this question. I was very much interested in what you said about
the expansion of plant and equipment of the United States Steel Cor-
poration and its subsidiaries. I don't know whether you have seen this

mimeographed sheet that members of the committee have.

Mr. Stettinius. Yes ; we have a copy of it.

Dr. LuBiN. I note you have added to your plant and equipment
in the last 19 years approximately a billion and a quarter dollars,

and I note, too, that you have raised $148,000,000 in cash through the

sale of common stock. Offsetting that, however, you have retired

certain of your funded debt.

Mr. Stettinius. Tliat is right.

Dr. LuBiN. In other words, you have invested a billion and a quar-

ter in plant and equipment, and it is quite evident that the bulk of

it did not come from outside sources. The figures on this table show
you had $937,000,000 allowances for depreciation and depletion and
you had $191,000,000 from your profits that you retained.

Mr. Stettinius. That is correct, Dr. Lubin.
Dr. Lubin. In other words, the 19-year history of your company

is pretty ample evidence of the fact that in at least an organization
such as yours the net savings set aside from depreciation and de-

pletion and profits (when there are any) are almost sufficient to keep
an organization such as yours modernized and up-to-date.
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Mr. Stettinius. That is correct.

Mr. Nehemkis. Commissioner Liibin, do you want to make one

correction for the sake of the record ? The public issue of the U. S.

Steel Corporation was a $100,000,000 debenture issue.

Dr. LuBiN. I am quoting from this table, which says common
stock issue.

Mr. Stettinius. That was another operation in 1929. Tliat wasn't

the 1938 debenture issue to which you are referring, Mr. Nehemkis.

Senator King. There were two issues, were there?

Mr. Stettinius. An internal conversion issue of 1929; it wasn't

outside, Senator. The stock issue in 1929 was for the most part sold

to our stockholders, and the proceeds therefrom were used for retire-

ment of our bonds.

Dr. LuBiN. May I ask one further question. In your knowledge of

the steel industry, dollar for dollar, do you think it costs more or

less to replace capacity as compared, let's say, with 15 years ago?

In other words, for each dollar of new investment in plant and ca-

pacity in terms of productive capacity, do you get more or less ?

Mr. Stettinius. I should say, while I have no figures available, my
impressions are that capacity today costs more. Dr. Lubin.

Dr. Lubin. So that over a long-run period if this tendency con-

tinued it would not be necessary for you to invest all of your depre-

ciation funds in equipment to maintain the same capacity that you
formerly had before you wrote your equipment off.

Mr. Stettinius. It is the other way.
Mr. Henderson. It is the other way ; in other words, to come up to

capacity in your recent improvement program, you probably had to

spend more per 5 or 10 percent of rated capacity for replacement.

Mr. Stettinius. Sure.

Mr. Henderson. But the anticipation was that the cost of manu-
facture would be considerably reduced.

Mr. Stettinius. Yes ; that is correct.

Senator King. The cost of further modernization would depend
upon the complexity of the demand by the public. They might ask

for products that would cost a tremendous amount to produce the

necessary machinery for fabrication, so it would be rather difficult to

determine what you would spend for modernization without know-
ing the character of the modernization that was being demanded by
the public.

Mr. Stettinius. And the kind of product, absolutely, Senator.

Mr. Henderson. On the other hand, as you go along from year to

year you will probably, as you did in the 1920's, spend currently a

certain percentage to keep the actual equipment up to capacity.

Mr. Stettinius. That is right.

Mr. Henderson. As I gathered, from the answer you gave me, you
kept fairly close to twenty-two million tons of ingot capacity and
had a slightly rising tendency during the 1920's.

Mr. Stettinius. That is approximately correct. Our total ingot

capacity was about 22,600,000 tons in 1921; at January 1, 1939, it

was 25,"7^0,000 tons, although it had been more than 27,000,000 tons

in the period from 1932 to 1935, inclusive.

Senator King. You stated for a number of years you were run-

ning behind. What was the maximum amount of your deficit for

i\ny one year?
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Mr. Stettinius. One year we lost about $72,000,000, Senator
; $71,-

175,705 in the year 1932.

Mr. Henderson. Was there any year particularly in recent his-

tory where you spent as much of the internal savings as you did in

'35, '36, and '37? I mean, did you ever have a program as big as

that? As I recall your figures, the 1929 figure was nowhere near as

large as this enormous expansion.

Mr. Stettinius. No; we never had one as large, Mr, Henderson,
in a similar series of years.

The Chairman. Are there any other questions?

Mr. Stettinius. You wanted this statement for evidence?

The Chairman. Will you just identify the table?

Mr. Stettinius. "United States Steel Corporation Statement of

Finished Products For Sale, Per Cent of Production to Capacity,*'

for the years of 1920 to 1938, inclusive.

The Chairman. The statement may be admitted for printing in

the record.

(The table referred to was marked "Exhibit Xo. 569" and is in-

cluded in the appendix on p. 4027.)

Mr. Henderson. Mr. Stettinius, if I get on delicate ground I hope
you will not hesitate to indicate that to me. In the revision of the
British steel industry which has been taking place with a certain

amount of government intervention in recent years, one of the distinct

requirements laid down by the Government as a condition for their

intervening on tariffs and the like was that the British steel industry

would undertake to come up to the efficiency of the mills of other

countries. What do you think about Americaii mill efficiency now,
after your company and other companies have been through this

private coming-up-to-customer demand ? Does it compare favorably
with other countries or is it above or just about equal?
Mr. Stettinius. Of course, Mr. Henderson, you appreciate that I

am ]iot a technical steel man, but I don't think there is any question
that it could be said that our mills are now as efficient as any steel

mills in the world today after this modernization program is carried

out to which I have referred.

Mr. Henderson. The driving force for that came from your con-
sumers and was done as a matter of business practice within the
industry ?

Mr. Stettinius. And cooperative effort between the steel industry
and the consuming industries.

Mr. Henderson. Yes?
Mr. Stettinius. That is correct.

The Chairman. Are there any other questions?
Mr. Stettinius, may I ask you how many stockholders there are

in the United States Steel Corporation?
Mr. Stettinius. About 220,000, if my memory serves me correctly,

of the most recent date we have counted, at the end of 1938.

The Chairman. How manv employees do you have?
Mr. Stettinius. At the present time, a])proximately 210^000 em-

ployees. That was the figure for March 1939.

The Chairman. Do these figures of stockliolders and of employees
include all of your subsidiaries ?

Mr. Stettinius. They do, sir.

The Chairman. How many subsidiaries do you have?
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Mr. Stettinius, Well, from the standpoint of operating steel sub-

sidiaries, I think there would have to be a breakdown between
steel producing subsidiaries and the railroads and the mining com-
panies. In the actual production of steel, that is the steel-making
subsidiaries, there are seven major subsidiaries of the steel producing
kind—that is, the subsidiaries that Mr. Nehemkis read—of course^

there are subsidiaries operating mining properties and railroad prop-
erties in addition but these are the steel producing subsidiaries.

The Chairman, But including these mining properties and pro-

ducing properties approximately how many subsidiaries are tliere

all told?

Mr. Stettinius. Over one hundred, Mr. Chairman.
The Chairman. In giving the figure of 210,000 employees, you

have included the employees of all of these?

Mr. Stettinius. Of all tlie subsidiaries, that is correct.

The Chairman. How^ many of the employees are what you might
call administrative employees, office employees as distinguished from
the actual mill worker?
Mr. Stettinius. We have a cliart showing approximately 15 per-

cent on the salary rolls as compared with the wage roll—approxi-
mately 30.000 of the employees of the group would be on the salary

roll rather than the wage roll.

The Chairman. That is 30,000 of the 210,000 are salaried em-
ployees . Are they employed all the year around ?

Mr. Stettinius. That is correct.

The Chairman. What is the term of employment of those who-
draw wages?
Mr. Stettinius. It is on an hourly or production basis, Mr. Chair-

man, entirely depending upon production schedules. It is something^
entirely out of our control.

The Chairman. But you have a definite annual arrangement
with those whom you call salaried employees?
Mr. Stettinius, Not always. A certain group of that—I would

say about 21,000 employees, w^ould be on the mill salary roll but
would only work when the mill worked and would be given a
rotation, maybe be off 2 days a week, so it wouldn't be fair to say
that they worked a full year.

The Chairman. Well, are they a floating labor supply, as the wag&
worker is?

Mr. Stettinius. No.
The Chairman. They are a permanent labor supply.

Mr. Stettinius. They are a permanent labor supply.
The Chairman. In other words, they can depend upon the Steel"

Corporation and its subsidiaries for continuous employment, though
not perhaps for 6 days a week throughout the year.

Mr. Stkitinius. That is correct, Mr. Chairman.
The Chair^ian, What is the rate of compensation, I mean the

limits, minimum and maximum, of those whom you call salaried

employees on the annual basis ? Wlien does a man—in other words

—

become a salaried employee—when he draws how much money?
Mr. Stettinius. Of course, the rolling-mill operator might be

earning $1 an hour and be on time, and the office boy might be earn-
ing $12 or $14 a week and be on salary.

The Chairman. There would be no distinction there at all 1

124491—40—pt 9 8
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Mr. Stettinius. It would be necessary to supply the committee
with a statement showing that break-clown.

The Chairman. It isn't necessary ; I wouldn't want you to do that
I was trying to bring out whether there was a distinction.

Mr. Stettinius. There is no distinction.

The Chairman. The distinction is between the administrative em-
ployee and the mill worker.
Mr. Stettinius. The office worker and mill worker.
The Chairman. And they fall into a different category of em-

ployment?
^h\ Stettinius. That is correct, sir.

The Chairman. How many plants do you have ?

Senator King. For the production of steel?

The Chairman. All these subsidiaries—approximately.
Mr. Stettinius. I find the correct number of subsidiaries is 140,

all in all, taking in mining companies and everything. I think if

you could let us supply for the record a statement
The Chairman (interposing). If you desire to make it accurate,

we will be glad to have you do so. But for my purposes these ap-
proximate answers you are giving are quite sufficient.

What was my last question?
Mr. Stettinius. You asked the number of plants. I have a state-'

ment before me showing we have 120 manufacturing plants in all

subsidiaries throughout the Nation.
The Chairman. In how many States are they located?
Mr. Stettinius. Approximately 21.

The Chairman. In about 24 of the States ?

Mr. Stettinius. Twenty-four States.

The Chairman. Do you have plants in foreign countries?
Mr. Stettinius. We have not, sir.

The Chairman. You have no plant in any foreign country ?

Mr. Stetfinius. No manufacturing plant.

The Chairman. What is the approximate annual labor bill of the
United States Steel Corporation and its subsidiaries, exclusive of the
salaried employees ?

Mr. Henderson. Dr. Lubin can find it for you.
Mr. Stettinius. Dr. Lubin has it in his head. For 1938 the total

pay roll was $282,209,000, Mr. Chairman.
The Chairman. What percentage is that of your expenditures, of

your total expenditures ; can you approximate that ?

Mr. Stettinius. We have this material worked up in chart form,
Mr. Chairman, and it so happens we have a pie chart showing
exactly that.

The Chairman. That may be developed a little later. Let me then
ask you this question : What is the effect, or what has been the effect

of modernization upon the number of employees who work for
wages? ^ Again, I don't necessarily want an accurate answer.
Mr. Olds. We can give you later on all of that material.
The Chairman. Can you give me an ai:>proxiinate answer?
Mr. Stettinius. Mr. Chairman, may I call upon Mr. Ralph H. Wat-

son, present vice president of the Corporation in charge of operations,

1 Under date of May 19, 1939, Mr. Stettinius submitted further information on this
subject, which was subsequently entered in the record as "Exhibit No. 597." see appendix,
p. 4050.
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who is here; he might be able to give you an approximate number of

men employed today under modernized facilities in comparison with

earlier operations.

Mr. AVatson. For those plants which are affected, which is a small

part of the Corporation, it amounts to about a 25-percent decrease

—

only those plants that are affected. For instance, in the sheet and
tin^nills, it is between the slab and the black plate and tin plate

and the finished sheet in sheets, compared to the old mills.

The Chairman. The effect of modernization in the plants in which
the modernization has taken place has been to bring about approxi-

mately a reduction of 25 percent in the number of wage workers.

Mr. Stettinius, the story you have told to the committee this after-

noon would indicate, would it not, that by and large the United
States Steel Corporation, with all its subsidiaries, is financially self-

sufficient?

Mr. Stettinius. Giving us normal operations, that is right, sir.

The Chairman. May I ask just one other question. In your first

prepared statement when you spoke of the financing and the first

issue when that was handed out, you said that you secured the rates

which were currently in effect at that time for that character of

loan, as I remember your language.
Mr. Stettinius. That was the $50,000,000 bank loan raised by a

group of banks in New York, Chicago, and Pittsburgh : $10,000,000

first maturity and the balance equally divided, 20 millions and 20
millions, between two subsequent maturities.

The Chairman. What were the rates?

Mr. Stettinius. One and a half percent for the first maturity,
214 for the second maturity and 31/2 for the third maturity.

The Chairman. So the current rate for the character of loan made
by the United States Steel Corporation was substantially lower than
that which is available to the ordinary small-business man for loans

which he may make at a bank.
Mr. Stettinius. Well, I would think that

The Chairman (interposing). In other words, you are borrowing
at about the same rate that the Government borrows.
Mr. Stettinius. No, sir; at higher interest rates than on Gov-

ernment loans.

The Chairman. And 102 different underwriters participated in

floating one of these loans for you ?

Mr. Stettinius. No; the 102 underwriters were used in the de-

benture issue. There were no underwriters at all involved in the

bank loan. The 50-million-dollar loan was a clear bank loan and
the underwriters were used in connection with the debenture issue.

The Chairman. Have you considered a policy of attempting to

stabilize employment among your wage workers ?

Mr. Stettinius. That is a subject, Mr. Chairman, that we have
given a tremendous amount of thought and are studying constantly

and continuously. I think we are gradually making strides in that

connection, in leveling out our production curve.

The Chairman. You draw the picture of modernization, of in-

creasing ability to turn out your product, decreasing number of
employees, and, of course, a lack of stabilization among the workers.

Mr. Stettinius. Of course, Mr. Chairman, you must appreciate,

sir, that it is the consuming industries that really first must get their
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production schedules straightened out. The automobile industry

and the tin-plate industry and the structural industry must ctill upon
our supply of steel in even quantity if we are ever to be able to level

out our employment curves satisfactorily.

The Chairman. Yes ; of course that is an element.

Senator King. Many of those subsidiaries are small companies
connected with your mining operations and it is necessary to have
separate corporations to deal with your mining claims in mining
operations in various States; is that correct?

]\Ir. Stettinius. Of course, in Minnesota we are limited to certain

holdings within certain mining companies, as you know, sir.

Senator King. But many of your subsidiaries consist of small

railroads to deal with your mining operations, and your mining
operations in the various States.

Mr. Stettinius. That is correct, sir.

The Chairman. Mr. Nehemkis, it appears some other members of

the committee would like to ask a few questions. I will ask Con-
gressman Reece to preside, and may I ask you before we go (we^

have been called into the Senate to vote) wdiether you intend to call

anybody else this afternoon?
Mr. Nehemkis. Yes; there is another witness to be called, sir.

Tlie Chairman. Representative Reece, will you be good enough to

take the chair and permit anybody who wants to ask some questions

to do so?

(Representative Reece took the chair.)

Acting Chairman Reece. Mr. Barnes, you wanted to ask some'

questions.

Representative Barnes. I understood you to state you are operating
at 42-percent capacity at the present time and you are employing-^

210,000, approximately, in those operations. In 1937 I understood
you operated 71 percent of capacity or thereabouts.

Mr. Stettinius. That is correct.

Represenative Barnes. "VVliat was the total amount of your pay
roll at that time ?

Mr. Stettinius. In what year was that?

Representative Barnes. 1937, from the number of workers point of
view.

Mr. Stettinius. The pay roll in 1937 was four hundred and forty-
two million dollars.

Representative Barnes. Number of workers.
Mr. Stettinius. The number of employees was 261,000 in that year^

average.

Dr. LuBiN. What was your rate of production that year on the
average ?

Mr. Stettinius. Seventy-one percent of capacity.

Acting Chairman Reece. Are there any further questions?
Dr. LuBiN. I would like to ask another question. Could you, off-

hand, tell us what the relative relationship is between the number
employed today as compared to some period when you were operat-
ing at exactly the same capacity? In other w^ords, you were just

asked about your employment level in 1937. You were operating
71 percent of capacity. Now you are down in the forties and you
have only cut your labor force by 50,000, although you have cut your
capacity almost in half, your production.
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'Sir. Stettinius. Dr. Liibiii, as you know, sir, we have been work-
ino- with the Department of Justice and the Federal Trade Commis-
sion on a number of studies, and we have some of these figures avail-

able, but not all of them. We are working up some charts that later

on, if you would like me to make up a statement for the record, I
will do so. For the year 1927 it might be of interest to know that

the number of our employees, figured on the basis of working full

time, was 231,000 ; in 1937, the number of our employees, also figured

on the basis of working full time, was 246,000. The actual number
of employees was 255,000 in 1927 and 261.000 in 1937. You have
a table there, Mr. Henderson, showing you the operations for differ-

ent years.

Mr. Henderson. You assume that they stay in front of us,

Mr. Stettinius. In operations those were fairly comparable years.

Our total employees, cak-ulated on such a basis, were 231,000 in 1927
and 246,000 in 1937.

Mr. Henderson. As I see it, just to try to put your testimony on
savings and investment in a nub, you are not in any time in the

immediate future going to give any great amount of business to

underwriting firms; in other words, you are not going to tap indi-

vidual savings very much, isn't that about correct?

Sh\ Stettinius. That is correct.

Mr. Henderson. And also on this 50-million dollar loan that you
got from the banks, your rate was higher for the short term than the
Government rate. But considering the enormous pools of credit

wliich banks have, that was a very, very small dent to be made in

those credit resources and was only used pending this formalized
funded debt operation that j^ou undertook.
Mr. Stettinius. A temporary loan until market conditions made

it possible to issue a longer term obligation.

Mr. Henderson. As far as—without any criticism—your corpora-
tion is concerned, the prospect for individual savings being canalized

into your operations is very, very low ?

Mr. Stettinius. Yes.
Mr. Henderson. I think that is the importance of the testimony

for this savings and investment presentation. We hope to go into,

]Mr. Chairman, at a subsequent time, price policy and capacity and
the like with this witness, and I think that the committee will benefit

tremendously with the same kind of generous and frank testimony
tlie witness has offered here today.
Acting Chairman Reece. In response to a question by the chair-

man you gave the number of stockholders of the Steel Corporation.
That did not include the bondholders, I assume?
Mr, Stettinius. No; it didn't.

Acting Chairman Reece. Do you know the number of bond-
holders ?

Sir. Stettinius. I do not, sir. We don't have that tabulation.
Acting Chairman Reece. The committee greatly appreciates your

appearance.
Mr. Stettinius. For the record, Mr. Chairman, may I state that

our stockholders as of December 31. 1938, were 219,727.
^Ir. Nehemkis. Mr. Chairman, the next witness to be called is Mr.

Owen D, Young. However, before calling Mr. Young, I respect-
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fully request that there be a recess of 5 minutes so that counsel may
confer.

(The witness, Mr. Stettinius, was excused.)

Acting Chairman Reece. The committee will stand in recess for

5 minutes.
(Whereupon at 3 : 40 p. m., a short recess was taken.)
Acting Chairman Reece. The committee will come to order, please,

and I will ask the visitors to assume their seats, if you please.

Mr. Young, do you solemnly swear that the testimony you are

about to give in this proceeding shall be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Young. I do.

TESTIMONY OF OWEN D. YOUNG, CHAIRMAN OF THE BOARD,
GENERAL ELECTRIC CO., NEW YORK CITY

Mr. Nehemkis. Will you state your name, please?
Mr. Young. Owen D. Young.
Mr. Nehemkis. And your address?
Mr. Young. 570 Lexington Avenue, New York City.
Mr. Nehemkis. And will you indicate your connection with the

General Electric Co., please?
Mr. Young. I am chairman of the board of the General Electric

Co.
Mr. Nehemkis. Mr. Chairman, if this meets with the pleasure of

the committee I would prefer not to ask any questions' of Mr. Young
at this time, but let him proceed in his own way to tell one of the
unique stories of American^ industry, how it has grown and how it

has financed itself largely from its own internal sources. Mr. Youngs
will you proceed first?

Acting Chairman Reece. Is it your wish that he be permitted to

complete his statement before the members of the committee ask
questions and subject himself to questioning later?

Mr. Nehemkis. I think that undoubtedly would aid Mr. Young.
Acting Chairman Reece. If it is agreeable to the committee we

will follow that procedure then.

Mr. Young. Thank you, Mr. Chairman. May I first of all com-
pliment the committee upon the adoption of the case system in this

economic study? I am a great believer in the case system; it has
had great success in the law. Pollock said of it that the law will

yield up its reason to no man who lacks the patience to study its

history. And I suspect that is true of our economic system as well.

Now i have first of all endeavored to draw a picture of the forma-
tion of the capital of the General Electric Co. and showing its evolu-

tion. And I mean by that really a picture, not a blueprint, because

I have brought into the statement enough of the story of the sur-

rounding circumstances so as to make figures mean something, as

distinguished from mere statistics which, at least speaking from my
own experience, are useful only to experts who handle them. This

is an effort to draw an over-all picture of the material growth of the

General Electric Co. and to show the origin and development of its

capital.

The statement does not deal with the adventures and accomplish-

ments of the company in the field of science nor with its experience
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in welding together great numbers of human beings of widely di-

versified capacities and skills into an organized and effective serv-

ice. Even in the material field the attempt to reflect the story truly

and briefly is a daring one. None will understand that better or

make more charitable allowance than the group for which this memo-
randum is prepared. The corporate age of the General Electric Co.

is 47 years, but as it sprang from the consolidation of the Edison and
Thomson-Houston companies, it is perhaps more correct to say that

its present age is 60 j^ears.

SOURCES OF CAPITAL FUNDS GENERAL ELECTRIC COMPANY

Mr. Young. At the close of its sixtieth year, on December 31, 1938,

we find its material resources are carried on its books and I emphasize
are carried on its books; I am using the book figures. Its material

resources are carried on its books at the net value of $322,739,000.

That is made up of the following: Net working capital, that is,

current assets less current liabilities, $155,023,000. Affiliated com-
panies and other investments, such as the International General Elec-

tric Co., and associated manufacturing companies, $105,585,000, or a

total with the investment companies of $141,528,000.

There is plant equipment of $40,148,000 and other scattered assets

of $10,022,000 which, less the reserve, roughly, of $24,000,000, leaves

a total capital investment of $322,739,000—$155,023,000 of liquid

assets, $141,528,000 of investments, $40,148,000 plant, $10,022,000 of

miscellaneous assets, less $24,000,000 of reserve.

This capital was accumulated as follows: From retained earnings,

now carried as surplus and general reserve, $142,452,000; from issue

of capital stock, $180,287,000. The capital stock was issued for prop-
erties, $37,784,000; for cash, $75,379,000; in exchange for bonds of

the company, $17,334,000 ; and as dividends, $49,790,000. That makes
the total of $180,287,000 of stock which, with the surplus and general

reserve of $142,000,000, accounts for the $322,000,000.

Mr. Henderson. $49,000,000 of stock dividends?
Mr. Young. $49,000,000 of stock dividends.

Eepresenting this stock there is now issued and outstanding 28,-

845.927 shares, held by 208,580 stockholders. There are no bonds and
no preferred stock outstanding. In a word, the two hundred thou-
sand-odd stockholders own the company, not an equity in its assets.

This picture, which is one of affluence in the foreground, might
well be misleading unless we can see in the background the rough
and dangerous road on which the pioneers set out, with confidence

and courage, more than half a century ago. In that great caravan
were scientists and inventors to originate, engineers to apply, manu-
facturers to make, commercial men to sell, people w^ith savings to

finance, entrepreneurs and administrators to develop and manage, and
a vast army of conscientious and skillful men and women doing their

respective jobs with pride in a new art and enthusiasm in the creation

of a new industry.

In looking for the beginning of the road it is necessary for us to

recall what has been earlier stated, that the progenitors of the Gen-
eral Electric Co. were the Edison General Electric Co. and the Thom-
son-Houston Electric Co. Let us speak of the latter first, not be-
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cause it is the more important of the two, but rather because, in typi-

cal American fashion, it arose out of the unknown.
I want to emphasize that feature. Thomson-Houston came out

of the unknowni. The Edison has a different histor}^

If we exckide the telegraph, it is fair to say that in 1878 the
electrical manufacturing industry was not only nonexistent, but the
art as a practical one was unknown. The men who created, financed,

and managed the Thomson-Houston Co. were likewise relatively un-
known. At that time Edison was well enough known through his

inventions so that his initial adventure into the electrical industry was
financed by a group of prominent New York capitalists. Not so with
the Thomson-Houston group. There were no prior inventions, there

Avere no names of great capitalists, and there was very little money.

nXANCIAL HISTORY OF GENERAL ELECTRIC COMPANY, 1S79-193S

Mr. Young. Elihu Thomson and Edwin J. Houston were teachers in

the Philadelphia Central High School. They built a dynamo, induc-
tion coils, and an arc lamp. Thomson showed the contraption to his

friend, Thomas H. McCollin, a commercial photographer in Philadel-
pliia. McCollin asked his cousin, George A. Garrett, to see a demon-
stration. Thomson, then 26 years old, said, "I can build a better ma-
chine than this, one that will run any number of lights you want."
Garrett, w^ith enthusiasm, replied, "Let's build a four-lighter. I'll

stand the expense." That was America speaking in 1879 !

The first installation was in an all-night bakery in Philadelphia
and the second one in a brewery. When the brewery caught on fire

one of the firemen who was holding the hose said, "What the dickens
kind of a light is that ? You pour water on her and she won't go
out !" That was news too, in America, 60 years ago.

At the same time, Mr. Edison, having incorporated the Edison Co.
with the backing of J. P. Morgan, and a capital of $300,000, was re-

ceiving considerable well-deserved publicity in the New York press.

Thereupon Frederick H. Churchill, of New Britain, Conn., seeking

a new industry for his town, invited Thomson and Houston to settle

there. When they accepted Churchill circulated a prospectus in New
Britain wdiich, after describing the new company as "a rare oppor-
tunity for the upbuilding of a successful business enterprise," ended
with the following sentence

:

Such an industry would have within it a capacity for expansion and growth
such as is furnished by hut few of the business opportunities tliat today present
themselves to the business world.

That was a prospectus written in 1879.

Senator King. By a prophet.
Mr. Young. By a prophet.
Churchill died in 1881, and the New Britain venture failed; not,

however, before one of its installations had been made in an armory
in Lynn, Mass. A Lynn newspaper proprietor, Silas A. Barton, be-

came interested in the possibility of a second installation in that city

and visited New Britain. Learning that the business was for sale, he
suggested the idea of purchase to a group of Lynn shoe manufacturers,
among whom Mas Charles A. Coffin, then under 40 years of age. The
upshot w^as that Coffin and his associates purchased a controlling in-
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terest in the company, moved it to Lynn and changed its name to the

Thomson-Houston Electi-ic Co.
The members of the Lynn syndicate were successful shoe manu-

facturers. Initially they were primarily interested in bringing a new
industry to their town. That business soon captured the imagination

of Charles A. Coffin, and from that time until his retirement in 1922,

he was its leader through bad times and good.

It is necessary for us to remember that in 1882—this is important

—

the problem which faced both the Thomson-Houston Co. and the

Edison Co. was not only the origination, development, and manufac-
ture of electrical machines. That was only half their task. Broadly
speaking, there were no buyers. New customers had to be created to

buy the new machines. This led to the creation of local light and
power companies. The sponsors were usually made up of local capi-

talists and politicians, for it was necessary to have a franchise and
some money.
For the most part they wei-e motivated by civic pride and the

promotion of local development. The capital of the companies was
proverbially inadequate. This forced the manufacturing companies
to accept in part payment for the new equipment the bonds and stocks

of the new customer companies. The Edison Co., through a some-

what different technic, that of issuing exclusive licenses against securi-

ties of local operating companies—that is. licenses to operate in a com-
munity under the patents—ultimately faced the same necessity of

accepting additional securities in part payment for its products.

Leaving now the Thomson-Houston Co. at Lynn, with Charles A.
Coffin and his associates in charge, let us look at the development of

the Edison Co.
In 1879, while Thomson, the high-school teacher, was tinkering

with his arc-light system, Edison, still under 35, had already estab-

lished a modest position as an inventor. One of his earlier inven-

tions, relating to the electric telegraph, had been the subject of patent

litigation. Grosvenor P. Lowrey, a prominent New York lawyer,

had defended Edison's interests and as a result became one of his

most faithful and staunch supporters. Lowrey, having confidence

in Edison's ability and knowing of his interest in developing an in-

candescent lamp, approached Mr. J. P. Morgan and other influential

financiers of his acquaintance. iThe result was the organization of

the Edison Electric Light Co. The capital stock amounted to $300,-

000, of which $250,000 was issued in payment for equipment and the

remaining $50,000 was subscribed for, with 80 percent paid in in cash.

That, too, was America speaking, in 1878.

Edison's immediate problem w\as the discovery of some material

for a filament that would stand incandescence for a considerable

period without disintegration.

On October 21, 1879, his experiments were crowned with success

at Menlo Park, when his carbonized cotton filament burned contin-

uously for 40 hours. Truly a historic demonstration

!

To successfully operate an incandescent lighting system, however,
it was necessary for Edison, in addition to the lamp, to develop a

completely new set of mechanisms to generate and transmit the elec-

tric current. This was the kind of staggering task which only a

great genius could master. It soon made Edison's facilities at Menlo
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Park inadequate. In 1880, therefore, he organized the Edison Ma-
chine Works in New York City to manufacture generators, and the
Edison Lamp Worlds near Newark, N. J., to manufacture lamps.
In 1886, Edison decided to move the Edison Machine Works out

of the metropolitan area. He became interested in an unused plant
at Schenectady, and made an offer which was refused by the owners.

An impasse threatened. But civic pride burned bright in the

breasts of some, at least, of Schenectady's citizens. They grasped
what it would mean to the town to have a plant of the famous Edison.

A meeting was called, and eventually by local subscription a fund
was raised which made up the difference between "bid" and "asked"
prices.

So it was that the Mohawk Valley became the center for manu-
facturing the generating equipment required by the growing number
of Edison licensee operating companies.

These were stirring times. The formative period of electric de-

velopment was approaching its height. The Edison system, as an
organization for manufacturing, licensing and selling electric-light

systems, was beginning to sprawl. Greater integration seemed de-

sirable, and in 1889 a merger of the individual Edison enterprises was
consummated through the formation of the Edison General Electric

€o.
At the same time that the Edison Machine Works was established

at Schenectady and the Thomson-Houston Co. was getting under way
at Lynn, another idea was germinating in the minds of several com-
petent and creative engineers, notable among whom were Charles J.

Van Depoele and Frank J. Sprague. In 1887 and 1888 these two,

working independently, had demonstrated the practicability of using
electricity to propel streetcars.

This opened almost at once a vast new field for the electrical man-
ufacturers. Larger power units had to be made, longer transmission
was necessary, and cars needed to be equipped with motors. The old

horse railways had to be transformed, franchises modified or en-

larged, and additional capital provided. As in the lighting field, the

problem of financing was difficult but imperative. It invited the
manufacturing companies to extend their limited credit further in

order to enlarge their business.

The rapidity of the development of the Edison and Thomson-
Houston Cos. is shown in the following statement of their condition
in 1891 : The Edison Co. had a capitalization of fifteen million at that
time; the Thomson-Houston of ten. The Edison Co. had a gross

business of ten million nine hundred and the Thomson-Houston of ten
million three hundred and four, almost exactly the same. The profits

of Edison were two million ninety-eight; the profits of the Thomson-
Houston were two million seven. The number of employees of
Edison were six thousand; the number of employees of Thomson-
Houston were four thousand. The factory space of Edison was four
hundred thousand square feet ; the factory space of Thomson-Houston
three hundred and forty. The customers were from three to four
thousand of each company, probably duplicated. The central stations,

Edison had 375—that is, central lighting stations ; Thomson-Houston
had 870. Street railways equipped, Edison, 180; Thomson-Houston,
204. Street railway cars, Edison had 2,230; Thomson-Houston, 2,760.
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Now I want to make this point. The Thomson-Houston Co.,

springing from the unknown, is catching up with the great Edison

Co. and m points surpassing it. With two-thirds of the capital and
two-thirds of the number of employees, Thomson-Houston is equaling

Edison in gross business and exceeding it in profits. It has a larger

number of central lighting stations, more street railways, and more
streetcars equipped. The Edison Co. in its annual report for that

year, and this is significant, said that it

—

could have done a much larger business if it had been willing to accept securities

in payment for orders ; but * * * ^ strict rule was adopted of declining all

such and doing business exclusively on a cash or shoi*t credit basis.

The Thomson-Houston Co. had been rediscounting its customers'

notes with its banks and pledging operating-company securities as

collateral for its loans. Finally the banks became hesitant, particu-

larly in accepting securities as distinguished from customers' notes,

and in 1890 Charles A. Coffin organized the United Electric Securi-

ties Co. The purpose was to transfer to it large blocks of securities

of utility operating companies and to sell to the public the debentures

or the preferred stock of the holding company and so obtain longer-

term money to bolster the waning treasury of Thomson-Houston.
The Thomson-Houston Co. kept the common stock of the United
Electric.

The public, however, was hesitant, too. It soon became apparent
that debentures could not be sold in sufficient quantities to finance

the rapidly increasing amount of utility securities which the manu-
facturing company was obliged to take. The Edison Co. was draw-
ing in its horns as a matter of business policy. The Thomson-
Houston Co. was doing the same thing from necessity.

Perhaps, at this point, we should remind ourselves that there were
several other companies operating at this time in the electrical manu-
facturing field ; notable among them was the Westinghouse Co. They
Avere all more or less in the same condition with the same problems
and the same difficulties.

Under such circumstances, what could be more natural than to

combine the Edison and Thomson-Houston companies, giving the

consolidated concern the business leadership of Charles A. Coffin,

the inventive genius of Edison and Thomson, eliminating patent con-

flicts which were threatening both concerns, and bringing together

the financial interests in Boston which had supported Thomson-
Houston with the great prestige of Mr. Morgan and his associates in

New York?
So it was that the General Electric Co. was incorporated on April

15, 1892, and began active business on the first day of June in that

year.

Senator King. Is that '92 ?

Mr. Young. In '92. Charles A. Coffin was made president and the

contest began for the market of electrical manufactures between the

Westinghouse Co., led by George Westinghouse, the brilliant and
imaginative engineer, and Charles A. Coffin, the daring and equally

imaginative man of business.

The first board of directors of the General Electric Co. reflected

its distinguished and substantial backing: F. Lothrop Ames, Charles
A. Coffin, T. Jefferson Coolidge, Jr., Henry L. Higginson, all of
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Boston; Thomas A. Edison, Charles H. Coster, Frank S. Hastinos,
Gen. Eugene Griffin, Darius Ogden Mills, H, McK. Twombley, and
J. Pier]iont Morgan, of New York.
The directors made their first report to stockholders on April 11,

1893, covering the 8 months from June 1, '92, to January 31,
'93. At that time it stated its capital investment to be $45,000,000.

against which it had issued $10,000,000 of bonds, $4,000,000 of
preferred stock and $30,000,000 of common stock, and a surplus of

$1,000,000. It had 3,272 stockholders in 1892. There were then 1.277

central station lighting companies using Edison and Thomson-Houston
apparatus, supplying even at that early date 2,500,000 incandescent
and 110,000 ai-c lamps. Of the lighting companies, the report says

—

now this is the annual report of the directors and I quote

:

The growth of these companies has been phenomenal, and it is very satisfac-

tory to note tliat tliose which have been establislied longest are making the most
rapid increase in the size of plant and volume of business.

Further quoting from the directors to the stockholders of that year

:

During the past year there has been a very marked appreciation in the value
of the securities of local companies, especially in the larger cities, testifying to

the increased confidence of investors in such properties.

Now, I quote that for the reason that the panic of 1893 is just

around the corner, and I want to go on with the story.

It is interesting to note, at this time, the growth in 2 years of the

electrification of street railways. On February 1, 1891, there were
151 roads operating electrically or under contract; on the same date
in 1893 there were 435. On February 1, 1891, there were 1.578 electric

cars; on the same date in 1893 there were 8,386—2 years. On Feb-
ruary 1. 1891, there were 1,252 miles of electric railway in operation

:

at the same date in 1893 there were 4,927 miles. See that jump in

those 2 years.

In its first 8 months of its existence the company did $11,000,000
of business, at a profit of $3,000,000. of which it distributed in divi-

dends $1,900,000 and carried to surplus $1,000,000. I am giving the

round figures.

The prestige of the company enabled it to sell $454,000 par value of

the preferred stock of the United Electric Securities Co. for a price

in excess of $408,000. It was still necessary for the company, however,
to endorse customers' notes because such notes—this is tlie General
Electric Co. now in the first year—because such notes unendorsed
were not acceptable to the banks. They amounted on January 31, 1893.

to $3,787,000. In addition, it had outstanding $10,000,000 of 5-per-
cent bonds.

In such a condition the new General Electric Co. faced the panic
of 1893. It will be interesting to see what happened during the next
few years.

You will remember that glowing re]wrt of January 31, 1893—now,
I am making some quotations from the report of the directors as of
that time because they are a contemporary statement and it seems to

me that they throw great light on what happens in a serious depression,
especially to a new concern.
Now, I will read what they say in this report of January 31, 1894,

which covers the 12 months preceding

:

It is needless to say

—

the directors state

—
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that the past year has been a most trying one to all corporations. It has been
especially so to companies like yonr own, dealing with local enterprises situated

in all parts of the United States, and largely dependent on normal conditions

f(ir tlieir success and development. During the summer of 1S93 even old and
strong customers were obliged to ask for leniency in paying their accounts and
notes. Under these circumstances your company found itself with its own obli-

gations to meet, but unable at that time to collect the money with which to meet
them. The ditticulties thus presented were carefully considered by your board
and were met by selling to a syndicate certain of the company's assets, consisting
(jf claims against, and stocks and bonds of, local lighting and railway companies,
the same being of a class of which your company sold several million dollars in

181)2, and which your directors, in their last report, said they intended to continue
to sell from time to time as heretofore through the ordinary channels. The
channels through which your company usually made such sales having become
unavailable owing to the panic, your directors adopted a plan used on several
occasions in (he earlier days of the Thomson-Houston Co., and made the sale

of assets above described to a syndicate which paid over $4,000,000 in cash.

Xow I pause to emphasize that because I want to refer to it hiter.

It is one of the beginnings of a new era in public utilities and in the

electrical industry.

Although the transaction involved a large shrinkage from hook valuations, the
sale was at a price high under the conditions then prcv.iiling. Few of the
securities sold were listed on any exchange or commonly dealt in, and it was not
possible to effect a ready sale except in bulk to a syndicate. These assets were
placed in a trust known as "The Street Railway and Illuminating Proper-
ties." * * *

The depreciation in value of the assets thus sold applies equally to those
still on hand. Holders of stocks and bonds of almost every kind find them
quoted today much lower than a year ago. and this company, as a holder of
electrical stocks and bonds, is no exception to the rule. In fact the shrinkage
in values of electrical securities has been greater than in most others. The
last year has been characterized by shrinkage in every direction, and your
company has stiffered severely from it.

This is the second annual report.

The officers of the company were making a titanic effort in their

race with receivership. By January 31. 1894, the debt had been
reduced by $6,750,000. The cash had dwindled from $3,871,000 on
January 31, 1893, to $591,000 on January 31, 1894. The directors

stated

:

While the liquidation of the debt has been going on, the company has also
readjusted its basis for sales, eitlier to cash or to short credits to desirable
customers. In view of the extreme depression and the uncertainty as to the
early future, your directors have not felt justified in any other course than
that of adhering strictly to sales on this basis. It is believed that your com-
pany has lost little legitimate business in consequence of its curtailment of
credit to customers. It intends to confine its business to this basis, and to

accept smaller profits.

The capital investment of the company dropped in that year from
$45,000,000 to $32,000,000 and its surplus from $1,000,000 in the black
to $12,000,000 in the red. Such was the first impact of the panic on
the capital structure of the new concern.

It is interesting to note that the red figures in the surplus con-
timied at substantially the same figure until 1898, when it was wiped
out by a reduction of capital stock of $14,000,000, 4 years later. In
January 1899 the sm-plus was in the black to the extent of $156,000
and it has remained in black continuously ever since. The directors
further said in their report of January 31, 1894

:

Your directors do not believe that it will be possible for some time to come
to do as large a business as was done by the company prior to the panic,
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although a gradual Improvement has beeu apparent during the last 2 months.
The street-railway business, which to a considerable extent was formerly done
through syndicates and promoters, many of whom have become embarrassed,
promises to be smaller than during the previous year. Arc-lighting business

is also reduced, largely because of the inability of local companies to secure
capital with which to extend their business for the purpose of carrying out
municipal contracts. The business of the company, with respect to incandescent
lighting, which is to a great degree performed by strong and conservatively

managed local companies, is in a more healthy condition, and has not suffered

so severely.

In the third annual report, as of January 31, 1895, the directors^

in order to cover additional losses, "arbitrarily charged $2,000,000"

—

set it aside, really, as a reserve—"to profit and loss account."

During that year, ho^Yever, they were busy dealing masterfully

with their debt. Of it they say

:

In the last report your directors expressed the opinion that they could, out of

the then-unliquidated assets, pay off the balance of your floating debt and alsa
provide all necessary working capital. These expectations have been realized,

and in addition thereto the company has purchased and canceled $1,250,000 of

its own debentures at an average cost of less than 89 percent.

In the fourth report as of January 31, 1896, the directors make
the following statement:

In their last report your directors referred at some length to the liquidation of
old assets, and stated that the sum of $2,000,000 had been charged to profit and
loss for the puiT)ose of providing for all shrinkages which could then be antici-

pated in the liquidation of old matters.
Much has been accomplished in the year just closed in liquidating old and

slow assets, and the condition of the assets of like character which still remain
on the books of the company is such as to enable your officers to more definitely

fix their proper values. Information regarding these matters will be found in

the report of the second vice president, to which particular attention is invited.

There have been charged against the $2,000,000 item above referred to the sums
of $530,152.16, representing the shrinkages which have accrued from the liqui-

dation so far as completed, leaving $1,469,847.84 still standing to provide for

possible shrinkages in the future. It is the belief of your directors that this

amount is suflScient to cover all the purposes for which the above simi of

$2,000,000 was originally set apart.

The purge continued, but signs of health were reappearing.

The business secured by your company for the fiscal year just closed was less

than 10 percent greater in value of sales than for the year previous. The actual
increase in output of factories, based upon capacity of machines and number
of articles produced, is more than 30 percent greater than for the previous year.

While the selling prices as thus shown have been materially reduced, there has
been a corresponding curtailment in manufacturing and other expenses and
lowering in costs, largely due to improved designs and methods of manufacture.

The gross business was still running around $12,000,000. Even in

1897 the business had not increased. In that year, however, the

directors referred again to the $2,000,000 that had been set aside in

1894 to provide for shrinkage in assets.

The business of your company has suffered during the past year, in common
with that of all manufacturing enterprises, from the disturbed financial and
political conditions which have prevailed during a considerable portion of the
time. These conditions have curtailed the amount of capital ordinarily avail-
able for the establishment and extension of power and lighting plants, and have
enforced the practice of great economy on the part of its customers. As a result,

the shrinkage in orders received by your company was very marked, especially
during the latter half of the year. This shrinkage is not shown by a material
falling off in shipments, as given in the profit-and-loss statement on page 17 of
this report, but the amount of work in progress and unfilled orders on hand
is considerably less than a year ago.
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With a return to normal commercial conditions, a corresponding revival in the

business of your company may be expected. The volume of business secured by

it for the first 3 months of the current year is slightly in excess of that for

the same period in either of the 3 previous years.

On January 31, 1895, the sum of $2,000,000 was set aside, as shown in the

annual report of that year, to provide for shrinkage in assets, the exact values

of which it was then extremely difficult to fix. During the past year your

directors have been able to value these items with substantial accuracy, and

the $2,000,000 fund has been found suflicient and has been used to provide for

the proper adjustment of all accounts and other assets for which it was created.

In opening the sixth report as of January 31, 1898, the president

said

:

The past year (1897) witnessed a revival in business which increased rapidly

in activity and volume during its latter months.

He was there referring to orders taken rather than sales billed.

The latter remained at substantially $12,000,000. The clouds were

lifting—the sun was beginning to shine. For 5 years the depression

had continued. The struggle for survival of the General Electric

Co. was over at last.

A reduction of 40 percent in the share capital of the company was
made in 1898, bringing the common stock from $30,460,000 to

$18,276,000 and the preferred stock from $4,252,000 to $2,551,200.

In 1898 the company was clearing the way for dividends. The
surplus went into the black, as heretofore stated, to $156,000. The
business jumped to $15,500,000, having stood at 12 millions for several

years. In the report to stockholders for that year there appears the

following significant statement:

The company has no notes payable, nor is there under discount any paper
bearing the company's endorsement or guaranty.

It has not borrowed any money, nor has the company's credit been used
during the year either by issuing notes, endorsing customers' paper for discount,

or lending its name in any way ; but by adhering to the policy of the previous

4 years and maintaining sales on a basis of cash or short credit to desirable

customers, all purchases have been paid for in cash.

Now, that was the result of the purge of 1893. I think it has some
illumination for us.

By 1899 the volume of business had grown to more than $22,000,000,

and the market was beginning to take securities which the company
was selling at prices substantially in excess of their book value after

the drastic write-downs of the depression years. The company was
off to a new start and was to participate profitably in the truly

amazing developments of the next 30 years.

By the turn of the century, then, the capital investment of the

company, as shown by the report of January 31, 1901, was $32,114,681

—in contrast with the $46,000,000 with which it had started 8 years
before—and was represented by $1,534,000 in bonds, $2,551,200 of pre-

ferred stock, $21,400,300 of common stock, and $6,629,181 of surplus.

The sales billed for that year were approximately $28,000,000.

The 2 succeeding years were very profitable ones, especially due to

the liquidation of securities above the then book values, and the sur-

plus had risen to $15,000,000. All the preferred stock and about

$1,000,000 of bonds were converted into common. About $2,000,000

of new bonds were issued. The company restored the stock reduc-

tion which had been made in 1898, which brought its capital stock

lo approximately $42,000,000.
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During the next 4 years it whs able to find new capital with which
to carry on its rapidly increasing business by issuing its common
shares to stockholders for cash at par to the extent of approximately
$20,000,000.

So the company faced the critical year of 1907 with a capital

investment of $81,000,000, represented by $2,000,000 of bonds, $64,-

000,000 of common stock, and $15,000,000 of surplus, the preiferred

having been converted into common. Its volume of business had
grown to approximately $60,000,000.

As a result of the panic of 1907, the directors said in their report

of January 31, 1908:

I.iite in the year there was u sudden and severe shrinkage in the vaine of
all merchandise and materials used hy your company, notably copper. All
said materials, whether raw, manufactured, or in process, wliicli were on hand
January 31, 1908, were inventoried at the lower prices then prevailing. The
book value of such inventories was thereby reduced by about $2,0(J0,(K)0.

The stockholders having subscribed for only $1,500,000 of common
stock in 1907, the company issued $13,000,000 of 5 percent 10-year
debenture bonds convertible into stock at par on and after June 1,

1911. The financial pressures had forced the use of c(mvertible de-

bentures in 1907 to maintain an ader^uate capital structure, but, for-

tunately, by this time the resources and credit of the company enabled
it to withstand the shock of the short depression of 1907.

During the year 1911, $12,000,000 of the bonds were converted into

common, bringing the common capital to $77,000,000. In 1912 the

company declared a stock dividend of 30 percent out of surplus for

the purpose, as stated in the report, "of recouping the stockholders
in part for dividends passed or reduced during the years 1893 to

1902." During that same year the company authorized an issue of

$60,000,000 of 4()-year debentures to be sold from time to time as

required, and they sold, in 1912, $10,000,000 of such bonds bearing a
rate of 5 percent per annum.

So. at the end of 1912, the capital investment stood at $125,000,000
with bonds of $12,000,000 surplus of $12,000,000 and common stock

of $101,000,000.

During the war years, 1917, 1918, and 1919, there were substantial

temporary borrowings, increases of capital and surplus, the detail

of which throws little light on the normal and progressive capital

development of the company.
The year 1920 brought another crisis. The orders for that year

were $318,000,000, moi-e than 80 millions in excess of the previous
year. Inventories and receivables had increased, so when the sudden
and severe decline in market prices came in 1920 the company wrote
off of inventory some $18,000,000. During the year it made short-

term loans of $45,000,000, but between January and April of the

succeeding year, $42,000,000 of such loans had been repaid. The
common capital, however, was increased in excess of $50,000,000 dur-
ing the 2 years 1920 and 1921 ($40,000,000 being for cash and prop-
erty and the balance as stock dividends), bringing the tot-al capital

investment up to $298,000,000 consisting of $176,000,000 of common
stock—but it shows what a shock there was in 1920 and how even
then it had to go to the banks for a loan of $45,000,000—$38,000,000
of bonds and $84,000,000 of surplus and general reserve.
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In 1922 a special stock was created having no preference over the
common except a limited dividend rate of 6 percent. For the next
several years this special stock was issued as stock dividends, and no
further dividends in common stock were issued. The last dividend
paid in special stock was in 1926, and the total amount issued was
$43,000,000.

Senator King. That special stock was sold, I suppose, on the

market ?

Mr. Young. No; that was issued as dividends. They conserved
their cash.

Senator King. Took the place of dividends?
Mr. Young. Took the place of dividends and they declared some

cash dividend and the balance in special stock.

In 1923 the company called and paid off $15,000,000 of its bonds.
In 1925 it called $15,000,000 more, and it had acquired enough in

the market in the meantime so as to reduce its funded debt to

$2,000,000. In 1935 the company called this remaining $2,000,000
of bonds and retired all of its $43,000,000 of special stock.

The company had in the year 1935 $180,000,000 of common stock,

$136,000,000 of surpliLs and general reserve, making a total capital

investment of $316,000,000.

From the above brief sketch of capital growth, I have only drawn
attention to the major changes and the problems which faced the
management. The resume of the source of capital was shown at

the beginning of this statement.

When one looks at the growth of the volume of sales of the General
Electric Co. he finds it remained stationary at $12,000,000 for the first

5 yeans of its life, but at the turn of the century it reached more than
$25,000,000. At 1910 it was $70,000,000; at 1920 it was $275,000,000;
and at 1929 it reached its high point of $415,000,000. In 1933 it

dropped to $136,000,000, in 1937 it recovered to $350,000,000 and in

1938 it was $260,000,000. The enormous growth in the two decades,
where it jumped from 70 millions to 415 millions in those two decades
after 1910, needs to be accounted for by anyone who wishes to under-
stand the background of the capitalization of the electrical industry.

I want to tell you a story which involves the capitalization of
utilities.

I wish now to go back to the trying year of 1893, when the General
Electric Co. transferred reams of utility securities to the Street
Railway and Illuminating Properties in order to raise $4,000,000 in

cash, and thereby saved itself from bankruptcy. The Street Railway
and Illuminating pool, as it was then called, was strictly a liquidat-

ing concern. It had no intention of entering the utility business as
such. It had no particular interest in or knowledge of management
of such properties. In order to make its securities marketable, it

was obliged in many instances, if not indeed in most, to reorganize
the operating units through receivership by reducing the prior lien

bonds and preferred stocks. It thereby threw larger equities in the
new common. The new bonds and preferred were sold to the public
to the extent and at such prices as the market would take them.
The new common shares remaining in the liquidating pool were, for
the most part, not marketable through then established channels.
Something new needed to happen and it did.

124491—40—pt, 9 9



3gl0 COXCENTKATION OF ECONOMIC POWER

For the 10 years preceding the turn of the century, the olumour of

tlie new electrical art had attracted many of the most brilliant young
men of the time into the field of electrical engineering. That was
prior to 1900. Most of them took a post graduate course with the
manufacturing companies known as the Test. Thereafter, some of

them remained in manufacturing, but many others went out to the

lighting and railway companies. A few of them stalled in business

on their own account, first as expert advisers to existing companies,
and later as experts in management. It was to this last group that

liquidators like the Illuminating pool went for the purpose of creat-

ing, through expert management and engineering skill, values in

common shares. The usual procedure was to turn over to such man-
agement groups a small block of the common shares at a rather

nominal figure and install the engineering organization as manager.
To spur the managemenr, it was usually customary to grant options
on additional blocks to be taken up in specified ])eriods at increasing-

prices.

So the young engineers came into positions of management and
later control of operating })ublic utilities. They replaced the nomi-
nees of the old politician and the local capitalist who, with little

knowledge, had endeavored to operate in the early days and whose
influence was much diminished and in many cases entirely eliminated
by the purge of the panic of 1893.

So we find at the beginning of the twentieth century groups of
highly trained young engineers, able and ambitious to develop util-

ities, with an opportunity open to them not only to render great
service to. the community, but to acquire a competence for them-
selves. At the same time in the manufacturing organizations their

contemporaries were coming into positions of influence. For the
first time the manufacturers, and this is important, had competent
and appreciative buyers, and conversely these young managers of
utilities were stimulating and urging the electrical producers to make
more efficient and more economical equipment. They wanted to

reflect values in those common shares as rapidly as ix)ssible.

Here then were producers and users venturing into a new field

unafraid of new things, all young men, by the way. The rate of
te<?hnical advance was tremendous. Human brains alive and at work
everywhere were enlarging the field of electrical service and ma-
terially reducing the costs. Values began to be reflected in these
common stocks and then the public itself began to buy them, in lim-

ited quantities to be sure, but nevertheless a market was emerging.
Soon the old liquidating concerns had finished their task, usually
with great profit to the stockholders avIio had dared to invest their

money in the dark clays of the panic.

But when the utility common shares became valuable the new man-
agers did not wish to sell them, although they could do so at a

profit, because they might lose control of the companies which they
had really made. As energetic Americans, however, they were am-
bitious to extend their management operations and achieve the added
economies that such extension promised.
To meet this situation the utility holding company was invented,

which enabled these ambitious young managers not so much to sell

their original common shares at a profit as to obtain some funds
against them through the issue of holding company securities, and
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tliereb}' enable tJieiii to enlai'iie their operations in the cominiinities

whicli they served or to acquire an interest in other properties and
so extend their management program. Then, too, the holding com-
pany was a better medium for the investor. Instead of taking com-
mon shares in an individual operating company, he was able to

invest in a diversified group of shares, and if he took preferred

stock of the holding com})any he would gain some security through
the equity margin represented by the common.

This, broadly, is the story of utility holding companies before the

war. If holding companies have, in these later days, fallen under
criticism, we must ever remember the service which they performed
ill the rapid expansion of electrical services to the public. As an
effective instrument for providing capital it made possible the rapid
development and use of the steam turbine, not only in great centers

of population l)ut in power plants serving large numbers of rural

communities through networks of transmission systems. In no other

way could the small communities have received such high cliaracter

of service at such low cost.

This mechanism was developing diu'ing the period from 1900 to

1910, during which time the business of the General Electric Co.

trebled. But even so, the full effect was not felt until the next 2
decades when the business of the company rose from $70,000,000 to

more than $400,000,000. This tremendous increase was not experi-

enced alone by the General Electric Co., but by the entire electrical

manufacturing industry. Indeed, and this is significant, General
Electric's percentage of the industry business has remained through
the years at between 20 and 25 percent.

There is another aspect, however, of this cooperation between the

engineers of the utilities and the engineers of the electrical manu-
facturers. As I have suggested before, it was difficult for the manu-
facturers to keep pace with the demands of their own customers for

new things. To do so, the General Electric Co. in 1901 established

a research laboratory and called to it men of great vision and ability

to explore the unknown. Those men had no specified jobs. To im-
prove what we had was the work of the engineers. The research

men were to move out into an unknown land, and they were sup-
ported on their adventure in the hope that they would bring back
among their discovered treasures a few at least that would be of
practical advantage to the electrical industry. One might well have
criticized in those days a corporate management which gambled
stockholders' money on such remote chances. Yet I suppose no
venture has been more profitable to the General Electric Co., to in-

vestors and operators in utilities and to the public served by them
than these research laboratories.

The drive for economy and efficiency in the production of electri-

cal power so urgently demanded by the utility engineers was sup-
ported by the work of the research laboratories and the engineers
of the manufacturers. Indeed, the profits of the utility operating
companies became so large as not only to attract investors as the
result of that cooperation, but to precipitate constantly calls from
customers for reduced rates. In the beginning, municipalities en-
deavored to regulate rates, but the utility rapidly outgrew the
municipality. Then State commissions were charged with that re-

sponsibility, but the utilities in some cases overran State boundaries
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and so the Federal Government found its justification for a limited

entry into the field of utility regulation.

I should like to say in passing that in the political debates inci-

dent to the entrance of the Federal Goverimient into the field of

regulation, there has been criticism of the incompetence not only of

local regulating bodies, but frequently of State commissions. I

should like to take the opportunity of saying here that by and large

I think those criticisms are unfair and unwarranted. The fact^ is

that the research laboratories and the engineers in the electrical in-

dustry made such rapid progress in efficiencies and v'conomies that

regulating bodies were unable to keep up with them. As a conse-

quence, by the time the rather cumbersome machinery of regulation

established a rate the efficiencies introduced meanwhile frequently

kept the profits on the new rate as high as they were on the old ones.

This fact led customers to criticize the regulating boards. Such
criticism to my mind was unjustifiable and, indeed, on the whole I

think the fact that the utility companies were highly prosperous
during the early days was of great public advantage. Their earn-

ings were largely turned back into their properties and so supple-

mented the capital which they were able to get from the public and
which in amount would, I think, have been inadequate to have pro-
vided for the rapid expansion of facilities which took place between
the years 1910 and 1930.

I have spoken of the part which the engineer managers of the elec-

trical utility companies played in the development of the business,

and consequently the capital formation of the General Electric Co.
To complete the picture it is now necessary to speak of the major ad-

ventures of the General Electric Co., itself, in the utility field.

I have already told how essential it was in the earlier days for

the company to accept public utility securities in part payment for

its apparatus and how large blocks of such securities were sold in

the panic of 1893 to save the company's life. Attention has also

been called that prior to the organization of the General Electric

Co., Charles A. Coffin had organized the United Electric Securities

Co. of Boston as a medium through which, by the issua of its de-

bentures and preferred stock, he could find an indirect market for

the securities of operating companies which he wished to take. The
United Electric Securities Co. was continued in existence as a sub-

sidiary of the General Electric Co. and was used from time to time
for tlie purpose of liquidating in part the utility securities of the

General Electric. Its headquarters were in Boston and its securities

were largely sold in that market.
In 1904 the General Electric Co. caused to be organized the Elec-

trical Securities Corporation in New York for the purpose of doing
a similar business in New York and thereby widening the oppor-
tunity of the General Electric Co. to aid in the financing of utilities.

Tlie common stock of this company, too, was held by the General
Electric Co. Many years later, to save overhead and simplify the
organization, the United E'ectric Securities Co. of Boston was
liquidated by a transfer of its assets in the domestic field to the

Electrical Securities Corporation, and in the foreign field to the

International General Electric Co., which is the subsidiary of the

General Electric Co. doing its foreign business, except in Canada.
It is unnecessary to speak of the United Electric Securities Co.
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further than to ^ay that it served a useful purpose for more than 40

years with satisfactory returns to its investors and the General

Electric Co. and that it had rendered a substantial service to the

financing of utilities during that period when the market was not

ready to supply the capital demands.
The Electrical Securities Corporation still exists, but it no longer

issues its securities to the public, all of the outstanding ones having
been called and retired. It is owned entirely by the General Electric

Co. and it developed through many years a highly specialized man-
agement and it is today, practically speaking, only an incorporated

securities department of the General Electric Co. It, too, as a financ-

ing mechanism to protect utility credits, had served a useful purpose.

These two companies were investment companies. They were not

in any sense management companies although at infrequent times

they were compelled as investors to participate as directors, and oc-

casionally as managers. Such activities, however, were purely in-

cidental.

I shall now speak of another adventure of the General Electric Co.

into the utility field which did not originally contemplate but which
ultimately eventuated in management and in a "holding company."
I speak of the Electric Bond & Share Co. It was natural that the

two investment companies above referred to should take the secur-

ities of the larger public utility operating companies. It was, of

course, the ambition of the engineer managers, of whom I have
spoken, to operate initially in the larger communities. Even after

the turn of the century, the utilities operating in the smaller com-
munities were finding it difficult to get adequate capital and partic-

ularly equity capital. Prior lien securities, such as bonds and pre-

ferred stocks of the smaller companies could only be sold on a high
interest basis and when adequate capital for common stock was not
available, the senior securities often could not be sold at all.

Under these circumstances, the General Electric Co., again under
the leadership of Charles A. Coffin, conceived the idea in 1905 of

organizing the Electric Bond & Share Co. for the purpose of aiding

the smaller utilities in raising junior capital and in selling their

senior securities at a better price. The development of the utility

business in serving many communities from centralized power plants

through the use of long transmission lines practically forced the
Electric Bond & Share Co., through the normal evolution of its

business, into a large holding and management company. Mean-
time, other operating units, through holding companies and other-

wise, were extending their lines to serve not only small cities, but
small villages and hamlets; indeed, they were reaching out for the

farms. As these operating units became larger and the general trend
of the utility business was profitable, the Bond & Share Co. was
able to handle its own financing and to provide its own capital re-

quirements without help from the General Electric Co. Accordingly,
on December 30, 1924, the General Electric Co. decided to divest it-

self of ownership of the Electric Bond & Share Co. by distributing
the common stock of that company to its own stockholders as a divi-

dend. Such stock at the time of its distribution was valued on the
books of the General Electric Co. at $25,000,000. Of course, the
market value at that time was very much larger—$125,000,000.
Mr. Henderson. At the time it was distributed ?
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Mr. Young. Yes ; but \Ye were carrying it on our books at 25 mil-

lion.

Mr. Henderson. Did you have any idea what the value would
be today ?

Mr. Young. We didn't know anything about it.

The Chairman. But you distributed it as 25 million.

Mr. Young. And charged 25 million to surplus.

So much for the utility business.

In 1919, after the close of the Great War, the General Electric

Co., at the suggestion of the President of the United States, under-

took to secure the cooperation of all American concerns interested

in wireless in the creation of a unified organization to develop and
protect the communication interests of the United States throughout
the world. The story of radio and its rapid development need not

be repeated liere. It is only referred to because the Radio Corpo-
ration of America was organized for the above purposes in 1919 and
as the result of a decree of the Federal court, the common stock of

the Radio Corporation which the General Electric Co. held was
distributed in 1933 to the stockholders of the General Electric Co.

as a dividend. The value of that stock as carried on the books of

the General Electric Co. was approximately $26,500,000 and that

amount was deducted from surplus in that year.

Mr. Henderson. What was the market value?
Mr. Young. The market value was just about that at the time of

the declaration.

Mr. Henderson. That was in 1933 ?

Mr. Young. That was in 1933.

While speaking of dividends, perhaps I should say at this point
that in addition to the Electric Bond & Share and the Radio Cor-
poration dividends of $51,000,000, the General Electric Co. has, dur-
ing the 48 years of its life, paid cash dividends to its stockholders
of $655,662,000 and an additional $47,000,000 to retire its special

stock issued as stock dividends. During this same period the com-
pany has sold approximately $7,000,000,000 worth of electrical prod-
ucts and it has paid to its employees in wages and salaries something
over $2,700,000,000.
Now we are back to the point where I started. The enterprise has

been profitable, but it took the vision and daring of genius to create
it. It took confidence, ^persistence, and courage to develop it and
carry it through its earlier clays. It remains only for us at this

time and for those who come after us to so administer this great
concern that it may continue to render a service in the future com-
parable to the past.

That is the story, Mr. Chairman and gentlemen, of the evolution
of the capital of the General Electric Co. and a general picture of
its over-all business.

I will make, if the committee wishes, some observations, my own
observations now, of the lessons which I think may be fairly drawn
from the statement which I have just made.
The Chairman. The committee will be very happy to receive them,

Mr, Young.
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TAX POLICY AND CAPITAL ACCUMULATION GENERAL ELECTRIC COMPANY

^Ir. Young. First, as to taxes, the General Electric Co. has built its

capital largely out of undistributed profits. Of its $322,000,000 of

capital investment, $142,000,000 represents i-etained earnings in the

form of surplus and general reserve. In addition, $50,000,000 of its

capital stock was retained earnings evidenced by stock dividends. In

a word, $192,000,000 of its $322,000,000 of capital came from earnings;

$92,000,000 from cash investment, either in the form of direct stock

subscriptions or in initial purchase of bonds later converted into

stoQlv. The remaining $38,000,000 represents acquired properties

which I think we may assume had a money value equal to the amount
of the stock issued against them.
The important point, then, is that in a new industry, where it

is always difficult to obtain adventure capital and equity capital,

it is desirable, if not indeed necessary, to provide that earnings may
be retained for the development and expansion of the business. That
is not only in the public interest from the standpoint of the de-

velopment of the industry, with its increased employment and con-

tributions to the national wealth, but even from the standpoint of

the Government budget over a period of years the tax returns will

be increased and not diminished. That is my judgment. It seems

to me that the history of the General Electric Co. shows that.

While I sympathize entirely with the view that the retention of

profits in the corporate treasury ought not to be permitted in those

cases where it is merely a ruse to relieve large stockholders from
personal taxes, still, on the other hand, the universal application of

the undistributed profits tax works great hardship on smaller con-

cerns which find it difficult to get capital and especially on new
enterprises in which investors are hesitant to embark their savings.

Some way should be found by which the undistributed profits tax

might be conserved as a weapon against tax evasion on the one side,

but relinquished for the purpose of legitimate capital needs of the

companies having earnings to conserve, on the other.

Second, again as to taxes: It seems to me clear that the General

Electric Co. could not have survived the panic of 1893 and probably

could not have obtained such large subscriptions to its capital stock

after the turn of the century if a capital gains tax of the kind we
now have had been in operation. Without such subscription it seems

entirely probable that the General Electric Co. would not have been

able to face the temporary panic of 1907. I am strongly inclined

to think that the capital gains tax is a wholly undesirable item in

a program of national taxation. It has probably received its chief

support because of the desire to reach the speculator, especially over

the stock exchanges. The impact of the tax, however, has become

a serious deterrent to supplying adventure and equity capital in the

country. The speculation over the stock exchange is only a flea bite

in our national economy and one might say that insofar as the

capital gains tax is an instrument to reach the profits so made, it is

a weapon which not only kills the mosquito of speculation but the

goose that lays the golden egg for the development and expansion

of industry.
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In any event, now that the stock exchange is under adequate con-
trol, it may well be considered whether the capital gains tax need
be retained for the purpose for which it was largely originated.

By and large, I may say on taxation—and this is only a personal
observation—^I think I am in very complete accord with the recom-
mendations of the preliminary report of the Brookings Institution

on tax modifications. I volunteer so much, Mr. Chairman.
Now, as a general observation, it seems to me fair to say that the

history of the General Electric Co. shows what a tremendous
factor individual leadership is in the development of new industi'y

and in any organization within that industry. Truly, it may be said

that the General Electric Co. was and is only the lengthened shadow
of Edison and Thomson in the field of science, and of Charles A.
Coffin in the field of business. It was their energy and capacity,

functioning largely without governmental restraint, that enabled them
to build in half a century one of the most spectacular industries of

the world.
I am not now protesting against certain Government regulations

and restraints in this age, but I am saying that it should be exercised

with the greatest discrimination and in such a manner as to conserve
to the utmost the advantages of free and competent leadership.

One also can't look at the history of the General Electric Co. and
of the electrical industry without realizing the tremendous benefit

which came from the terrific and painful purge of the panic of 1893.

Great benefit came. There was no artificial effort then to alleviate

the impact of that depression. The result was that both the utilities

and the manufacturing industries came out with a sounder capital

structure, a more competent and aggressive leadership than could
possibly have existed under the old regime. It took from 5 to 7 years
to recover from that panic, but when the recovery came the economic
structure of the electrical industry at least had been cleared up so

that it was ready for effective action, as the next three decades show.
This raises the question whether artificial alleviation of the impact

of depressions through Government aid in the financial field are help-

ful to a nation's economy. Please do not misunderstand me. I am
not here speaking of the relief of individuals who may need aid for

a period. I am speaking of the effort to conserve financial structures,

as distinguished from relief of individuals, and sometimes to bolster

up organizations and concerns which are not effective economic agen-

cies from the standpoint of the national economy. It may be much
better to face the suffering which comes from their elimination, that

is of inefficient units, than to prolong the depression by a fruitless

effort in their conservation.

I am not saying this in criticism of anything that has been done,

but I suggest that there should be, beginning now, wide and liberal

laws under which prompt reorganization with private capital of un-
wieldy capital structures, wherever thej" exist in business, may be
made.
Perhaps at this point I may be justified in saying a general word

about the overworked term "pump priming." I had occasion to saj'^

in a little speech which I made in Florida recently this. I will

repeat it here

:

I am in favor of temporary deficit financing, providing that it is supple-

mented by an aflirmatively stimulating and lielpful attitude toward the rail-
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roads, toward the utilities, toward the coustruction industry, and provided
further that tliere be such revision of tax laws and suspension of threats and
restraints as will really enable the stimulant of deficit financing to work. I do
not believe in the policy of giving a stimulant and then immoiliately neutraliz-

ing its effectiveness. Let us stimulate purchasing power with deficit financing,

provided that coincidentally government is ready, actively, to aid the stimulant
by decisive measures helpful to business and to business confidence.

That is all, Mr. Chairman.
The Chairman. Do any members of the committee desire to ad-

dress questions to Mr. Young?
Dr. LuBiN. Among the items you dealt with, Mr. Young, was

the development of the holding company in the utility field?

Mr. Young. Yes.

Dr. LuBiN. And in justificaticm of the growth of those holding
companies you mentioned the fact that the investor was thereby
given an opportunity to purchase securities over a variety of firms,

as it were, as opposed to purchasing in underlying operating com-
panies. Has the experience of the last 3 or 4 years in your opinion
led you to believe that the people wdio continued their holdings
in these underlying operating companies came out better or worse
than those who bought these securities in the holding comj^anies?
Mr. Young. Let me say at the beginning that I dealt with the

holding company as stated, as it existed up to the period of the
great war, if you noticed. I have not endeavored to deal with the
development of the holding company since. That is quite another
story.

Dr. LuBiN. I also was very much interested in what you said about
the regulation of utilities by municipal and State regulatory au-
thorities. I take it there must be some Innidreds of operating utility

companies in the United States. Does the General Electric have any
records available showing the number of instances in which rates

have been cut, let's say, over a period of 10 or 15 years?
Mr. Young. I don't know that we have now. I think the Edison

Institute has complete records of that.

Dr. LuBiN. Is it your impression that those rate cuts were quite

frequent ?

Mr. Young. Yes; during recent years very frequent.

Dr. LuBiN. But prior to the Federal Government coming into

the picture were they frequent?
Mr. Young. Yes; they were coming progressively along prior to

that, but I think they have received stimulation—I think the indus-
try believes undue stimulation—from the entrance of the Govern-
ment into the field.

Dr. LuBiN. The reason I raised that question w-as the fact that
I recently was looking at some figures on rates and the thing that
struck me was that in city after city rates remained unchanged for
periods of 8. 10, and 15 years, despite the fact that new technology
was cutting these costs tremendously.
Mr. Young. Quite true, and the profits were very large during

that time. But it is also true that I don't think any regulatory
l>ody, during the period of most rapid development, could possibly
liave kept up with the efficiencies and economies of the engineers.

Dr. LuBiN. Thank you.
Mr. Young. I don't think that Avas harmful, as I said. I think

those additional earnings went back into the properties and supplied
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a certain deficiency of capital wliich they probably tlien couldn't

have got from the public.

Mr. O'CoNNELL. I should like to ask one or two questions about
what you had to say about taxes. I understood you, directly refer-

ring to the undistributed profits tax, to feel it should have a very
limited application and be limited to what you might call personal-

holding companies or organizations which have for their purpose the

evasion of taxes.

Mr. Young. Yes.

Mr. O'CoKNELL. And if I also understood you correctly, your feel-

ing was that an undistributed profits tax operates to the disadvan-
tage of new and small industries.

Mr. Young. Yes.

Mr. O'CoNNELL. Would you care to say whether, in your opinion,

or how in your opinion, it operates as regards large and well-estab-

lished industries ?

Mr. Young. Well; I may say how it operates so far as the General
Electric Co. is concerned. It is a matter of no consequence at all

to us. We have ample liquid capital ; we have no debts, we intend to

distribute our earnings to our stockholders as they come along. The
effect the tax wall have, the impact of the tax, will be much more
serious on our small competitors. It w^ill have no influence upon ns.

Mr. O'CoNNELL. When you speak of the undistributed profits tax
you mean the tax that now exists or the one that existed before the

last revision?

Mr. Young. It doesn't make any difference, because we are going
to distribute our profits to our stockholders anyway, no matter what
the tax is or whether there is no tax. It makes no difference.

Mr. O'CoNNELiv. So you belicA^e, insofar as your company and com-
panies of your type are concerned, an undistributed profits tax is

all right. It gives you an advantage.
Mr. Young. I say it doesn't hui't us. I think in the long run, if

it is conthiued, that it will, especially at high rates, impair tremen-
dously all of our small competitors.
Mr. O'CoNNELL. But it won't hurt your company?
Mr. Young. It won't hurt us.

Mr. O'CoNNELL. And as regards the capital gains tax, I under-
stood you to feel that the capital-gains tax should in all probability

be completely eliminated?
Mr. Young. Yes; that is the way I feel.

Mr. O'CoNNELL. Is that on the theory that it impairs confidence?

Mr. Young. It is on the theory that what we need most in this

country now, as I see it. is adventure capital and equity capital, and
I do not see how we can hope to recover from this depression with-

out the promotion of new industries and without the supply of equity

capital for certain old industries which need it, and it seems to me
that the capital gains tax is the greatest deterrent toward the supply
of equity and adventure capital.

Mr. O'CoNNELL. Do you happen to know when a ca|)ital gains tax

first became a part of our tax structure ?

Mr. Young. I haven't looked that up ; no.

Mr. O'CoNNELL. I was under the impression that it was about
1922.

:-:Mr. Young. Yes?
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Mr. Henderson. Tlien we had a whole movement in the twenties
when the capital gains tax was still in effect. Is it your opinion,
then, that at a time like this, when we are perilously in need of ex-
pansion, repeal of the capital gains tax would have a much more
restraining effect than it had in the twenties?

JNIr. Young. I should think it would have a very great effect on the
positive side.

Ml-. Henderson. It didn't have much of a restraining effect in the
1920's.

jNIr. Young. Xothing had any restraining effect in the 1920's.

Mr. Henderson. We had a dynamics in the system.
Mr. Young. That is the trouble. Nobody was thinking. They were

in unrestrained action.

Mr. Henderson. This is a very instructive history.

Senator King. Before you leave the question of taxes, may I ask a
question? Isn't it a fact that Great Britain, after a number of years
operating under the capital-gains tax, abolished it and took no account
of its capital gains or losses?

Mr. Young. That is my understanding. Sir Josiah Stamp has read
me long lectures on that.

Senator Ktng. And with respect to evasion by withholding undis-
tributed profits, isn't it a fact that one of the sections, I think it is

section 506 of our statute, makes it clear that if it is for evasion, punish-
ment may be had and the ])enalty is very severe against a corporation,
so that the Governinent has in its hands now a club by which it may
force the declaration of dividends from undistributed profits?

Mr. Young. I haven't experience enough from the Government end
to know how effective that is, but I would say, Senator, that I referred
to that matter only because I didn't want to be understood as in any
sense favoring the repeal of the excess-profits tax when it might
prejudice the Government collection of taxes or might favor tax
evasion.

Senator King. I think, if I may be pardoned a personal statement,
the hearings before the Finance Committee witli respect to the undis-
tributed profits tax are being held. I will say, frankly, I was always
against it because I thought it was very unwise, and it woidd result in

penalizing the small corporations against the large ones, and the evi-

dence before the committee showed that those corporations that had
those large reserves weren't affected, and when the panic came on many
corporations distributed—oh, a tremendous sum, billions of dollars, to

the stockholders at that time, and the corporations continued in busi-

ness because of the reserves which they held as a result of the undis-

tributed profits, so that ultimately it filtered back into the industries
and into the pockets of the employees and the public generally.

Mr. Hendfjjson. I think, Senator King, the figure to which you
are referring was an amount of negative savings to the corporations
which was not the amount paid out. It was the amount which was
charged against those accunnilated surpluses that had been derived
from maintained earnings, and for the large part they didn't repre-

sent disbursements in the way of wages and dividends as much as
they represented an ability of the corporation to adjust its affairs by
writing down its inventories and writing down the value of its securi-

ties, which I think was the procedure your company went through.
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Senator King. I don't agree with that, but that is a controversy

we can carry on before the Finance Committee, because we will have
that question up within a short time.

Mr. Young. Oh, yes; we have written down plants that cost 200
millions to 40 millions.

GENERAL ELECTRIC CO.—CAPITAL REQUIREMENTS FINANCED ENTIRELT
FROM INTERNAL SOURCES SINCE 192

Mr. Henderson. You have been writing down your fixed plant
investment over a period of time, as I recall. Considering it from
about 1920 down to now, you have had at least a 30 or 35 percent
reduction in that.

The Chairman. What was the answer?
Mr. Young. Yes ; I think that is so. I haven't the figures before

me in percentage. I should think it would be at least that.

Mr. Henderson. Have you the figures on your fixed plant after

deducting depreciation from the early twenties down to now? I
think it will show about 30 to 35 percent reduction.
Mr. Young. It is all shown in the annual reports and we will be

glad to send you a tabulation of it.

Mr. Henderson. I have some of those and I have been over them
at various times.

I want to get back to this period when you were in the expansion
phase of G. E.'s existence; as I recall, until the end of the war you
might be said to have been in that period.
Mr. Young. Yes.
Mr. Henderson. And then right after the close of the war you

had a need, because of tremendous orders that came in, for some
financing, but since that time there has been no need to go to the
capital markets.
Mr. Young. No.
Mr. Henderson. In fact, you have been going through a process

of disinvestment, as I recall.

Mr. Young. Yes.
Mr. Henderson. With retirement of your bonds and
Mr. Young (interposing). We called our bonds; we called and

paid off our forty-odd millions of preferred stock, our special stock;
we distributed to stockholders 50 millions of securities in the shape
of Electric Bond & Share Co. and Radio Corporation stock in addi-
tion to the cash dividends during that period.
Mr. Henderson. And so to all intents and purposes your general

experience parallels that of Mr. Stettinius' company iii that from
your internal sources, after you had arrived at this period of relative
maturity in your company, you could do the financing without tap-
ping outside savings.

Mr. Young. That is right.

Mr. Henderson, I should like to ask you also, as I recall pretty
generally you have not spent for plant and equipment since. 1921 or
1922 as much as your depreciation account; is that true?
Mr. Young. I think that is probably true.

Mr. Reed.^ Our plant was carried at 66 millions in 1920 and carried
at 40 millions in '38, so there has been a net reduction of $26,000,000.

* Phillip D. Repfl. assistant to the president, General Electric Co.
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Mr. Henderson. Yes; and you have had the depreciation account
avaihible and you did maintain your capacity intact, I imagine, or
did it increase during that period ? That is, here is a period in which
you have not been spending as much for new investment or for

replacement as was available from the depreciation account, and your
plant has been carried at a lower figure. Now has your capacity in

that 18-year period expanded, contracted, or stayed the same?
Mr. Young. When you talk about capacity in a concern like the

General Electric Co., it is very difficult to answer without being mis-
leading.

Mr. Henderson. Particularly when in 1920 there was no such thing
as a radio tube and now there is; yes.

Mr. Young. You see, now in an automobile company that capacity
means something; even in the steel company it means something,
but do you realize that the General Electric Co. makes over a million
different kinds of tilings—over a million different kinds of things?
Mr. Henderson. I realize, Mr. Young.
Mr. Young. And, therefore, when you start talking about capacity

it is almost impossible to deal with it intelligently.

Mr. Henderson. Take it on the dollar volume of products.

Mr. Young, Yes.
Mr. Henderson. There has been an expansion since 1920, hasn't

there ?

Mr. Young. Oh, yes.

Mr. Henderson. So what you said, of course, was correct about the
undistributed-profits tax ; it would not have affected you in that period,,

but in the early period.

Mr. Young. It wouldn't affect us in that period, nor can I see how
it would affect us in any reasonable projection of time.

Mr. Henderson. In that same period, as I recall from 1921 to
around 1929, the retained earnings of all American corporations were
something like $32,000,000,000, and you have expressed yourself as
being against—as Senator Harrison and many others have, and as
Senator King has—the use of a retained earning as a basis for escape
from personal taxation.

Mr. Young. Yes.
Mr. Henderson. Now, assuming that you had an exemption for

small concerns by which they could have built up their capital, since
we know pretty well that their access to the capital markets is de-
cidedly limited, would you have had any feeling about the larger
corporations if some way had been conveniently available for allow-
ing them to retain the earnings and yet pay somewhat the same ratia
of tax as the dividends wluch actually passed out? As I recall,

probably $4 passes out and $3 is retained of the earnings of the
twenties and that $4 that passed out, particularly when it passed
to the liigher brackets, was subject to a rather high taxation.
Now, in England they have means by which they get at the amount

which is retained. I wonder if you have given any thought to the
possibility of something like that which would have gone beyond
the purely escape function of the personal holding company, but
would have gone to the desirability of taxing the more stable and
larger corporations on a basis of what was really the investors''

equity retained by the company?
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Mr. Young. I think that if there is any way by which that could

be reached, particuhirly in the larger brackets, it is justifiable.

Mr. Henderson. The English have had a much better experience

than we. Have you talked to Josiah Stamp about that ?

Mr. Young. Yes; I have.

Mr. Henderson. Other Enolish observers besides Stamp, as they
have come into this country, have said that we failed to get at some
of the proper uses of taxation to reach that 32 billion. As I gather
from your testimony, you see ])robably. like Mr. Stettinius. no time in

the immediate future in which your company will be needing new
financing.

Mr. Young. I can't.

Mr. Henderson. And therefore you are looking toward risk and
venture, the encouragement of risk and ventin-e for the newer com-
panies and for newer enterprises nnd for smaller c<)m{)anies in their

expansion.

Mr. Young. Newer companies and new business and the smaller

companies for equity money and the newer businesses for venture

capital.

Mr. Henderson. Suppose that there Avas an adjustment in the

credit granting mechanisms so that a small company, a medium-sized
company, could get capital or get bank credit which it coidd liquidate

on a longer term than the banking acts now permit, wouldn't that be
much better as far as inunediate stimulus goes than merely the provi-

sion concerning retaining undistributed profits or the repeal of the
capital gains tax^
Mr. Young. It seems to me that that presupposes that the Govern-

ment is going to provide that financing. I don't see how it can be
done by private business.

Mr. Henderson. You mean private business—you mean private

banking business?

Mr. Young. Yes; any private business—whether it is the individ-

ual or the banker.
I don't see how anyone can supply that equity and adventure capi-

tal on the terms which were indicated unless it be the Government,
or Government-guaranteed.
Mr. Henderson. We have had an experience over at F. H. A.
Mr. Young. Now personally, and this I would like to make very

clear, I think that anybody who puts equity capital or adventure
capital into a concern has to participate in management ; and I think
if the Government provides equity or adventure capital, it will inevi-

tably have to participate in the management of the hundreds of
concerns, small concerns in this country that need it. I don't believe

that that is the way to develop the business of the country, either

from the standpoint of the Government or from the standpoint of

our economy.
Mr. Henderson. May I say also that I agree with you, that any i)l'an

which contemplates the Government's participation in the- manage-
ment of thousands of concerns ought to be thrown down immediately.
But isn't there something in tlie F. H. A. experience of guai'anteeing
loans through banks which might be used foi' small concerns^
Mr. Young. Possibly; I wouldn't say it could not be done, but I

say that when you supply equity capital without tlio responsibilit}'
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somewhere on their part to watch the management, thai it is a pre-

carious enterprise.

Mr. Frank. Mr, Young, I gather you think, if new and small and
medium-sized enterprises are to be aided, that you would prefer to

see that aid, assuming Government weren't to do it, come in the form
of equity financing rather than disproportionately through loans.

Mr. Young. I don't tliink tliat loans will solve the problem at all.

I liave had some experience in watching the applications of the Federal

Keserve bank in New York, where I am chairman of the board of

directors, and the great number of cases that apply there for loans,

even on a 5-year term, are cases which need permanent fixed capital,

capital to be invested in new macliinery, perhaps in new improved
machinery, in the deA^elopment of ])rocesses, wliicli in the nature of

things can't be paid back.

Mr. Frank. And even if the loan were of long term, the fixed charge

through interest might put the small, growing business in a precarious

position if there came a temporary recession and default, whereas
equity financing would avoid that embarrassment.

Mr. Young. It would avoid that em])arrassment.

Senator King. Don't you think, Mr. Young, you are building up on
a i-ather sandy foundation—at least, not a desirable foundation—where
the Oovernnient is the creditor and most of the people are the debtors,

which will result if the Govermnent extends credit to the little man
and to the big man and to all enterprises? Isn't that a situation

which we should avoid if we can?
Mr. Young. Without any question.

Senatoi- King. Our country has grown during the twenties and
thirties and forties and fifties and sixties, and on, without the inter-

j)osition of the Government in extending credit to everybody; and the

more credit we have extended during the past few years, the worse off

we are.

Mr. Young. Quite true.

Dr. LuBiN. We didn't loan them; we gave land away and we gave
franchises away. Instead of loaning these people things, we gave them
gifts, in tariff protection and things of that sort.

The Chairman. Are there any other questions?

Dr. LuBiN. Just one question. Mr. Young, I w^as very much inter-

ested in your statement to the effect that you were in favor of deficit

spending if at the same time certain constructive things were done
along certain lines, and you particularly mentioned construction.

There is no doubt, I think, in any of our minds that the basis of a real

forward movement in the American economy is in construction right
now. Do you have any suggestions—would you amplify your state-

ment when you say we should take constructive action to lead to the
stimulation of construction? Here you have the whole housing prob-
lem which has a potential capacity to absorl) four or five billion dollars
per year. Have you any ideas as to what we can do constructively to

stinnilate housing?
Ml". Young. That is such a large area now, and one is so likely to

l)e misunderstood if he deals wnth a segment of it without dealing
with the others, that I hesitate to answer that question.
For 2 years at least I have said that I thought it would be better,

even from the standpoint of the Government, to exempt a certain
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Hinount of a man's income if he put it into housing than to have the

Government provide the money itself for the housing, and that was
because you have literally several million people interested in develop-

ing housing, watching the character and cost of construction, and
trying to make that Valuable, and I don't see how any over-all organ-
ization of Government can possibly do that kind of thing as 'well.

That is my ow^n personal feeling.

Senator King. Governments haven't exhibited much omniscience,

although they have exhibited a great deal of omnipotence.
Mr. Young. Tliey exhibit as much omnipotence as any of us do.

They are no better or worse than we.

Senator King. But I w^ould rather trust you than trust the

Government.
The Chairman. I was absent, of course, Mr. Young, when you

came on the stand, and it may be that in your prepared statement,

which of course I haven't had the opportunity of reading from the
beginning, you may have covered some of the points that I should
like to develop, A little while ago you were testifying about the

present capital of the General Electric Co. I understood you to say
that that amounted to approximately 332 million ?

Mr. Young. Three hundred and twenty-two.
The Chairman. Three hundred and twenty-two, of which 192 mil-

lion is represented by earnings, 92 million by investment, and 38 mil-

lion by the acquisition of property?
Mr. Young. Tliat is right.

The Chairman. I take it from that statement that $38,000,000

worth of capital stock was issued in exchange for property?
Mr. Young. For ijroperty.

The Chairman. At what value was the stock issued in exchange
for the property, at reasonable accurate cash value of the property?
Mr. Young. I have said that I thought it was probably a fair

value. My idea in that is that that very largely came in the early

days first when they took over Edison and Thomson-Houston. They
issued stock against plants, do you see, and so they
The Chairman (interposing). Is there any possibility when that

stock was issued against plants it really was in excess of the valuation

of the plants?
Mr. Young. I should doubt that.

The Chairman. That, of course, lias happened in some financing?

Mr. Young. I think in every case that I know where General Elec-

tric stock has been issued there has been such an adversary position

between the person parting with the property that got stock that it

is fair to assume that the properties were correctly priced. There
was no place that I know where anybody interested in the General
Electric Co. sold its property and took stock back.

The Chairman. Now you have no debt?
Mr. Young. Which is the usual case, isn't it, where the excessive

valuations appear?
The Chairman. I think so. Now you have stated that the com-

pany at the present moment has no debt?
Mr. Young. No debt; no preferred stock.

The Chairman. It did borrow in the earlier days ?

Mr. Young. Oh, yes.
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The Chairman. AVhat was tlie total amount of borrowings which
have been repaid ?

Mr. Young. Senator, even in 1920 when tliose inventories shrank
so severely, it borrowed $45,000,000 from the banks.

The Chairman. Can you tell me, approximately ?

Mr. Young, And it paid back 42 millions in the fir.st 3 months of

the succeeding year.

The Chairman. Can you tell me the total amount of borrowings
which have been repaid throughout the life of the company? You
miglit have covered that in your earlier statement.

Mr. Young. If you omit the bonds, the total short-tenn borrow-
ings of the company, as I see them here, $92,900,000.

The Chairman. I beg your pardon?
Mr. Young. $92,900,000.

The Chairman. Now, then, your earnings were $192,000,000, which
have been retained ?

Mr. Young. Been retained.

The Chairman. And you paid out in dividends 655 million?

Mr. Young. 655 million.

The Chairman. That would make a total of 939 million which
were earned approximately during this entire period ?

Mr. Young. Yes.
The Chairman. As against a total investment of approximately

130 millions, figuring the acquisition of property at face value of the
capital stock issued against it?

Mr. Young. Yes.
The Chairman. And you are now what I call the U. S. Steel, a

self-sufficient company, depending on no outside resources of any
kind?
Mr. Young. I think if any company in the country is self-sufficient

the General Electric is.

The Chairman. Now did you give us the number of your stock-

holders ?

Mr. Young. Yes; 208,000.

The Chairman. And the number of employees?
Mr. Young. The number of employees is between 55,000 and 65,000,

direct employees, and not those in the subsidiaries.

The Chairman. You Avere here when I questioned Mr. Stettinius

about the difference between salaried workers and wage workers ?

Mr. Young. Yes; I couldn't hear it very well, Senator; I was
sitting over there fiiidicating].

The Chairman. Well, do you have that distinction in your com-
pany between salaried workers and wage workers?
Mr. Young. Yes; we have somewhere—18 to 20 thousand of those

55 or 65 thousand that are salaried workers.
The Chairman. From 18 to 20 thousand of the 55 to 65 thousand

are salaried workers?
Mr. Young. Salaried workers.
The Chairman. Who are on more or less permanent basis?
Mr. Young. Yes.
The Chairman, And the others constitute a floating labor supply

which you use or discharge as the needs of the market
Mr. Young (interposing). I would hardly say "floating." There

is a certain number of the younger employees who have, for example,

124491—40—pt. 9 10
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1 year of service, or so, sometimes 2, may be said to respond to tlie

characterization which you have made.
The Chairman. Well, perhaps I shouldn't have used the word

"floating." What I am trying to differentiate is the salaried worker
who has a more or less permanent status and the wage Avorker wiiose

claim on employment arises only when the plant is operating and
you need the work. Now there is that distinction ?

Mr. Young. Quite right.

The Chairman. So that by far the largest proportion of the em-
ployees of the General Electric Co. which has made this perfectly

marvelous financial record do not have a stable employment with the

company ?

Mr. Young. Well. I have to say that in certain departments of the

company, like the lamp department for example, the incandescent

lamp department, we have made an effort to guarantee certain yearly

earnings.

The Chairman. How successful were you in that effort?

Mr. Young. We have been very successful.

The Chairman. How many persons have you guaianteed annual

earnings ?

Mr. Young. I would have to get those figures for you. Senator.

The Chairman. Could you give me any idea?

Mr. Young. May I throw a little light on that incandescent lamp?
That is something, being a necessity, you can count on a reasonably

certain demand. In the dull seasons we can make them and store

them and let the inventory run up, because we know the demand is

coming; and, therefore, that kind of business lends itself to a guar-

anteed wage wdthout great risk on the part of the employer, and with
great assurance to the employee, and it ought to be done wherever
it can be done.

Now let me i)oint to another case. In the turbine department,
where you are building turbines of great horsepower, and where
utility companies ma}' order many of them over a short period, or

they may give you no orders at all over a long period, it just isn't pos-

sible, so far as we now know, to make any guaranteed wage or em-
ployment to workers of that kind. Now, it is just as Mr. Stettinius

said; I heard him say that, that when the automobile business squares

itself away so that the demand for steel is continuous, then the steel

companies can do something. When the utilities and the industrials

square themselves away so as to give us anything like a regular load,

on a turbine plant, then we can do something.
The Chairman. Well, in other words, the effort to guarantee wages

to the employee can be made only in those departments of your com-
pany which have a more or less stable and steady output ?

Mr. Young. Verj^ true. We are quite ready to pay the i)rice of

increasing our inventory, for example, during the summer months in

lamps, where it runs up very high, in order to keej) our people at

work.
The Chairman. Now, what has been the effect u])on employment

by your company of modernization ? The testimony of Mr. Watson,
you remember, for the U. S. Steel was that in those plants where
the modernization had taken place there was a reduction of 25 percent
of the employment schedule?



CONCENTRATION OF ECONOMIC^ POWER 3627

Mr. Young. Now, again, sir. I think that any answer to that or

attempt to answer it would be more misleading than enlightening

l)ecanse, for example, the problem of modernization of the incandes-

cent-lamp field or modernization in a repetitive thing like refrigera-

tors, and so forth, where yon liaAe large volume is one thing. When
yon move over into the made to order industries, like turbines and
large motors and generators, and so forth

The Chairman (interposing). But the modernization of which I

speak, tlie modernization of your ov;n equipment which enables you
to pi'oduce your output ^^'ith fewer employees. Now you have such

a modernization, do you not^

Mr. Young. Yes ; but in order to make that enlightening we would
have, for example, to make comparisons between now and .r years ago
in the incandescent lamp field for you. Then that would mean some-
tliing—or in the turbine field, or in the i-efrigerator field.

The Chairman. Then have you no present impression of the effect

of what is called technology on employment in your company?
Mr. Young. I haven't any question but what that has reduced it.

The Chairman. It has reduced employment?
Mr. Young. I haven't any doubt but what it has. That is the

whole tendency of industry, but if you were to ask for figures about
it I think it would be wholly misleading unless you apportioned it

to departments. That is what I am trying to get at.

The Chairman. Now the wage cost, I suppose, represents with
General Electric as it does with most other enterprises a very sub-

stantial portion of the total cost of production?
Mr. Young. Yes. In wages I should say it represents about 50

percent.

Mr. Henderson. We have it here. Mi-. Young. During the period

y<:>u sold $7,000,000,000 worth of products you paid employees two
billion and seven, so that would roughly be about 38 percent.

Mr. Young. P^orty ])ercent pei-haps. The question is whether you
relate it to costs or selling prices; in relation to costs it is perha])S 45

or 50; in relation to selling prices naturally it is less.

The Chairman. Your testimony was, as I I'ecall it, that through-
out the history of the development, approximately at least. General
Electi'ic has maintained about 20 to 25 percent of the total output of

the entire electrical industry?
Mr. Young. Yes.
The Chairman. To what do you attribute that proportion, that

steady proportion?
Mr. Young. Well it is very surprising. Senator, to see how difficult

it is ill a growing industry for any concern to increase its percentage,

if tliere is adequate competition.
The Chairman. Well is the electrical industry still a growing

industiy ?

Mr. Young. I think it is still—the last few years don't indicate

it very well in gross business, but I think it is an expanding industry
still.

^

The Chairman. Well, assuming that is only a temporary
Mr. Yoi^NG. I do.

The Chairman. Develo]:)ment. then in the electrical industry there

is now the opportunity, in your opinion, for adventure capital and
equity capital?
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Mr. Young. I think undoubtedly.
The Chairman. What is the comparative opportunity of adven-

ture capital to secure investment as compared with you? Or let me
put it the other way. Wliat is the comparative opportunity of some
new company or some new enterprise to obtain capital for adven-
ture in the electrical industry field as compared with your self-

sufficient ability to finance expansions yourself?

Mr. Young. Well, over the last 30 years there have been great
numbers of smaller electric concerns started, and they have obtained
capital even against the strong position of the General Electric and
Westinghouse. Now why do they do that? Sometimes because of
smaller overhead, of closer contact with workers, of quicker and
more effective production and delivery. There are great margins in

there for small business.

The Chairman. A loan to a small business of that kind would not
in your opinion be uneconomic?

Mr, Young. A loan?
The Chairman. Yes.
Mr. Young. Well, I think—I don't think you can deal with it

through loans. Senator. 1 think we made that mistake ever since

the depression began, that we have complained because banks didn't

make loans or Federal Reserve banks didn't make loans. The fact

about it is that there is all the difference in the world between loan-

ing a companj' something where it turns over its capital and can

pay it back and lending money to buy machinery or something of

that sort, and have it fixed capital ^here it can't pay back.

The Chairman, But I understood you to tell me, in your opinion,

there is an opportunity for adventure capital,

Mr, Young. Yes ; equitj^ capital but not loan capital. I am making
that distinction in reference to your term "loan capital."

The Chairman. It isn't altogether clear to me why it was an
economical and wise thing for General Electric to borrow money to

adventure in this field and why it would be unwise for a small

enterprise to borrow money for that purpose.

Mr. Young. Oh, it isn't unwise for the small company to borrow.

Please don't misunderstand me.
The Chairman. Then I didn't get your explanation.

Mr. Young. Suppose a small company has a block of orders here

and it needs to buy materials and pay wages in order to get them out,

but it has the orders and the buyers are here. There is no reason

why tliey shouldn't borrow money to carry that and pay it out of

the proceeds of the sale.

The Chairman. Then it comes down to this, that a loan which

is on security in the business is a perfectly proper loan

Mr. Young. No ; if you will pardon me just a minute. It is quite

a different matter to borrow money to build machines t_o fill those

orders because you can't liquidate the cost of the machines out of

the orders and, therefore, you have an unlimited—there is. no way
of paying them back: you can't turn the machine over to the bank
very well.

The Chairman. But if the machines were to produce a product for

which there was an insured sale in an expanding industry, would not

that product be a

Mr. Young (interposing). It would over a course of time.
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The Chairman. But that, of course, is what the little business

enterpriser says he can't get and what he should get.

Mr. Young. Well, what I think, he may be mistaken himself. I

don't think he wants loans. He needs partners to put up money
with him. That is what he needs.

Mr. Frank. Isn't the difficulty, if he borrows against a fixed plant

and if for any reason there is a temporary recession so he isn't able

to earn enough to pay the interest on the loan, he is going to be

foreclosed ?

Mr. Young. Bankrupt.
Mr. Frank. Therefore, what he ought to have is a flexible condi-

tion where those who advance the money are his partners and will

take potluck with him in those periods of recession.

Mr. Young. Quite right.

The Chairman. In response to the question asked by Mr. Hender-
son, you spoke of the unrestrained activity of the twenties.

Mr. Young. Yes.

The Chairman. And rather deprecating it, I think.

Mr. Young. I did
;
perhaps I didn't emphasize it enough.

The Chairman. By whom or what should that activity be re-

strained ?

Mr. Ygung. Well, now that is quite a long story, but it is very near

to my heart.

The Chairman. It is near to the heart of a lot of people, I think.

Senator King. Near to the purses of a lot of them, too.

Mr. Young. I think that the handling of the credit situation in the

1920's was an inexcusable blot on our whole economic mechanism.
There was no control over credit by anybody. The Federal Reserve

System didn't adequately function. The banks couldn't function be-

cause there was bootleg money in the market and until you got a

complete run-away credit situation, which I think was at the base of

the trouble of the 1920's.

The Chairman. Well, what agency could have restrained that

run-away system?
Mr. Young. I think myself—and I was a part of the Federal Re-

serve System then—the Federal Reserve System, if it had taken that

situation in hand early enough, say in 1927, could have prevented
entirely the catastrophe that came in 1929.

.

The Chairman. Well, that to a certain degree at least would be

a Government restraint, would it not?

Mr. Young. Well, to a certain extent, yes.

The Chairman. Now what did you mean by the phrase "threats

and restraints" which you felt ought to be removed? What threats

and what restraints? Certain restraints are good.

Mr. Young. You don't really want me to answer that.

The Chairman. If you care to, Mr. Young. I will be very glad
to have you answer it. I am just trying to develop a picture.

Mr. Young. Because if there is one thing that I don't stand for

in this economy it is an accumulation of complaints about what has
been done. I think we all sense that certain menacing attitudes have
been taken, one way or another, sometimes necessarily taken ; in any
event, there is a certain break in confidence in our business structure

and I wouldn't like—^I would like to see the attitudes changed suffi-

ciently so that we might get some confidence in place of the present.
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The Chairman. Well, there was plenty of confidence during this

period of no restraint to which yon referred a little while ago.

Mr. Young. Yes; I know.
The Chairman. That was overconfidence.

Mr. Young. That was overconfulence, and what I am speaking of

now is that here we are trying to lift ourselves out of the depression

by getting an increased business turnover and a consequential in-

crease in the national income, and unless we get that increase in the

national income, I do not see how we can go on with the plans that

we have. Therefore, the first thing to do, it seems to me, is to try

and aet this machine functioning so that the national income can be

adequately increased.

The Chairman. Now, in the course of your prepared statement

you paid a compliment, and a very gracious compliment, I thought,

to the various regulatory bodies of the various States.

Mr, Young. Yes.

The Chairman. Those bodies exercise a certain amount of

government restraint.

Mr. Young. The}' do, ;iud when I said restraint I did not mean
to criticize the regulating agencies of the Govermnent. Some of
them are new, they haven't found their way yet. Great difficulties

are facing them. It is no complaint about them to say that. It takes

time to work that out.

The Chairman. So that, obviously, we cannot draw the picture

in either broad sweeps of black paint, or broad sweeps of white
paint,

Mr, Young. You are quite right.

The Chairman. And say, thus far shall you go in Government
restraint.

Mr. Young. You are quite right, and that is the reason I didn't

want to answer your question about restraints, lest I be considered
as draAving black paint across this picture, which I have no desire

to do.

The Chairman. My feeling was that the reference to threats and
restraints, which ought to be done away with without defining them,
might be so inteipreted, and I think perhaps you have cleared
that up.

Mr. Yoi'NG. Thank you for helping me clear it up, sir.

Senator King. You referred to the runaway situation during the

twenties. 1920 and on.

Mr. Young. Yes.

Senator King. Was that not largely due to the gambling propensi-
ties, the speculative spirit which existed in every industry and in

every segment of our country?
Mr. Yoi^NG. I think it w;is due to that spirit plus an unrestrained

credit situation.

Senator King. I recall eoing through the stock exchange to make
inquiry in 1924, 1925, 1926, 1927, and 1928, and I found there that

the banks of NeAV York had loaned on margins for stock purchased
by people in every part of the United States more than 7 or 8

billion dollars as a maximum.
Mr. Young. Tremendous,
Senator King. And I introduced bills in the Senate to restrain

the Federal banks from loaning upon marginal transactions. I could
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get no siipi)ort. The peoj^le resented it, they felt that they ought
to be permitted to buy stocks, gamble upon the stock exchange,
and you would find farmers in every part of the United States

clamoring to get to the telephone to ascertain whether there had been

a rise or de^'line in the stocks in which they had invested the day
before.

Mr. Young. Quite true.

Senator King. So wasn't the situation largely the fault of the

gambling and speculative spirit, and the phobia that possessed the

American people ?

Mr. Young. Senator, let me give you a reference to show how
strong that spirit was. A given manager of a business who realized

that the price of his shares was wholly out of line with iheir true

value, made a public statement to that effect, and the day after he
made the statement, the shares took the largest rise they had in weeks
because somebody said, here was a conspiracy on his part to buy
in the shares for less than they were worth. So wliat were you
going to do?

Senator King. So that the banks were largely to blame for loan-

ing so much money upon collateral which in many instances lacked
value.

The Chairman. This isn't a very good preliminary for the con-

clusion that we ought to let business regulate itself, is it?

Senator King. I think it is so; yes. Children fall down. You
let them run.

The Chairman. You shouldn't have introduced those bills.

Senator King. The banks are subject to (iovernment control.

The Chairman. Well, it is after 6 o'clock, Mr. Young, and we are
very much indebted to you for a very interesting afternoon. It was
very illuminating. What is your })rogram for tomorrow?
Mr. Xehemkis. We hope to proceed promptly at 10:30 with Fred-

erick R. Rentschler, United Aircraft Corporation.
The Chairman. The committee will stand in recess until 10 : 30

tomorrow morning.
(Whereupon, at 6 p. m., a recess was taken until Thursday, May

18, 1939, at 10:30 a. m.)
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THURSDAY, MAY 18, 1939

United States Senate,
Temporary National Economics Committee,

Washington, D. G.

The committee met at 10:40 a. m., pursuant to adjournment on
Wednesday, May 17, 1939, in the Caucus Koom, Senate Office Build-

ing, Senator Joseph C. O'Mahoney presiding.

Present: Senators O'Mahoney (chairman) and King; Representa-

tives Reece and Williams; Messrs. Henderson, Hinrichs, Lubin,

O'Connell, and Brackett.

Present also: Ernest S. Meyers, Department of Justice; Ernest

Tupper, Department of Commerce; Peter R. Nehemkis, Jr., special

counsel, Investment Banking Section, Securities and Exchange Com-
mission; and Joseph R. Kelley, associate counsel. Investment Banking
Section, Securities and Exchange Commission.
The Chairman. The committee will please come to order. Mr.

Nehemkis, you are ready to proceed this morning?
Mr. Nehemkis. I am, sir.

The Chairman. Who is your first witness ?

Mr. Nepiemkis. The first witness is Mr. Frederick B. Rentschler,

chairman of the board of the United Aircraft Corporation. Mr.
Rentschler is in the stand at this moment.
The Chairman. Mr. Rentschler, do you solemly swear that the testi-

mony you are about to give in this proceeding shall be the truth, the

whole truth, and nothing but the trutli, so help you God ?

Mr. Rentschler. I do.

Mr. Nehemkis. Mr. Chairman, may it please the committee, yester-

day there was presented to the committee a discussion of the way in

which some of our major industries have expanded, largely through
their own internal accumulated resources. We have been told by the

witnesses who appeared here yesterday how the United States Steel

Corporation, the General Electric Co., and the railroad industry are

virtually financially self-sufficient business units. That is to say, these

industries have little recourse to the capital markets for plant expan-

sion and replacement, but these industries, it will be noted, are mature
industries.

This morning we shall turn our attention to an industry which is

a relativel}'^ new industry, the airplane industry. As Mr. Young
observed yesterday, one of our great needs today is venture capital.^

Accordingly we invite the committee's attention to a case history

where the question of venture capital has loomed large. This morn-

1 Supra, p. 3618.
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ing you sliall hear the story of three men who upon returning from
the war had between them three things; an enthusiasm for the air-

plane, a good idea, and a thousand doUars. I therefore call one of

these men to tell the story of the United Aircraft Corporation's de-

velopment and expansion, Mr. Frederick Rentschler.

TESTIMONY OF FREDERICK B. RENTSCHLER, CHAIRMAN OF THE
BOARD, UNITED AIRCRAFT CORPORATION. HARTFORD. CONN.

Mr. Nehemkis. Will you state for the record, please, your name
and address?
Mr. Rentschler. Frederick B. Rentschler, Hartford, Conn.
Mr. Nehemkis. And will you state, sir, your connection with the

United Aircraft?
Mr. Rentschler. Chairman of the board of United Aircraft Cor-

I)orati()n.

JNIr. Nehemkis. Now. Mr. Rentschler, I am going to ask you to tell

in your own words and your own way the beginning, the develop-

ment, and the ex})ansion of your corporation from a small business

enterprise to one of our large and growing and important corpora-

tions, and the way in which you and your associates have financed

this expansion through the internal sources of the corporation. Will
you proceed. Mr. Rentsclder?

JNIr. Rentschler. We are i)leased to respond to your invitation to

appear before this committee to tell the history of United Aircraft

Corporation of Hartford, Conn. This company makes Pratt & Whit-
ney aircraft engines. Hamilton Standard pro})eilors, and Vought-
Sikorsky airplanes.

The backbone of our present company is the Pratt & Whitney
engine division, and I believe this conmiittee v.'ould be interested in

tlie history of the original Pratt & Whitney Aircraft Co.

Pratt c^ Whitney Aircraft Co. was incorporated in July 1925. in

compliance with a contract between the Niies-Bement-Pond Co.,

George J. Mead, and myself, with the object of developing airplane

engines. About 1 year previously I resigned as president of Wright
Aeronautical Corporation located at Paterson, N. J. About 4 years

prior to this date I liad assisted in the organization of Wright Aero-
nautical Corporation; was first its vice president and general manager
and sb.ortly thereafter became president. For several years Mead Avas

chief engineer of that company.
Thus it was in the sjiring of 1925 I began serious consideration of

some way of going on with tlie development and manufacture of

aviation engines.

I discussed this possibility fully with the Bureau of Aeronautics
of the Navy Department. The Navy believed that if a successful

air cooled engine of approximately 40 horsepower could be de-

veloped, it might have a very broad application in naval as well as

all other tyjies of aircraft. This was obviously a highly experi-

mental project at that time. However, here was the opportunity, if

a successful engine could be developed, to start a company. The
Navy advised that there were no experimental funds to finance this

project, as it was against the policy of the Navy to do this in ad-

vance, but Navy did advise that if an engine meeting their per-

formance requirements were successfully demonstrated on a naval
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eiicliiraiice test, they would then be prepared to order experimental

engines and that if these were sucecssfid in fiiglit demonstration,

quantity orders might follow.

soimcES or cAPrrAL funds—pratt a- wurrxEY aircraft co.

Mr. RENTsrHLf:R. Now. at this time my ho[)es for a new company
had therefore readied the i)oint where we knew what we wanted to do
and believed that we had the experience to do it, but did not have the

capital to begin our operations.

I believed that this was not an ordinary banking proposition, due
to the extra hazard of the new aviation industry. It came to my
attention that the Xiles-Bemen-Pond Co. had surplus plants on
hand and also a considerable amount of cash, neither of which could

be immediately used in its own business. Xiles was one of the old-

est manufacturers of machine tools and precision tools, gages, and
shop equipment. After negotiations with them, during which time
they thoroughly investigated our plans, we entered into a formal
contract with them, out of which developed the Pratt & Whitney
Aircraft Co.

Senator King. What company (

Mr. Rentschler. The Pratt & AMiitney Aircraft Co.
Pursuant to this conti'act. Xiles was obligated to advance the

sum of $250,000 in cash and to provide space for us to rent, as we
might need it, in one of their idle plants in Hartford, Conn. With
this sum of money, we believed we could carry through a so-called

experimental period, during which time it was our job to design
and construct a 400-horsepower air-cooled engine which could pass
a successful Xavy endurance test.

In the meanwhile, I disclosed progress of my plans not only to

George Mead, but to Donald Brown. Both of these men were well

known to me, and the three of us became the first employees of
Pratt & Whitney Aircraft Co.; Mead as chief engineer, Brown as

factory manager, and myself as president.

We went to Hartford and began operatif)ns on August 1, 1925,

and within a few days had built up our personnel to 30 people and
were occupying a few hundred square feet of floor space in a large
empt}' plant of 4 stories, most of which was being used as a ware-
house for tobacco. Others in the industry knew as much about Xavy
requirements for a 400-horsepower air-cooled engine as ourselves
and it was now a matter of who first could produce a successful job.

In March 1926. our engine of 410 horsepower, which we called the
Wasp, successfully passed its Xavy endurance test, and shortly
thereafter orders were placed for 6 experimental engines of this

type.

Following the successful Xavj- endurance test, the so-called experi-
mental period, as provided for in our original contract, was deemed
successfully carried through, whereupon Xiles. as originally provided,
were obligated to advance an additional $500,000 to carry on. Again,
pursuant to this contract, preferred stock in the amount of $750,000
was issued to the Xiles Co.

In the meanwhile, additional experimental engines were delivered
to the Xavy and after exhaustive tests, successfully demonstrated
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their superiority to previously used water-cooled types, and this led

to the placing of an order for 200 Wasp engines by the Bureau of

Aeronautics. This contract was obtained in October 1926. At this

time the Niles Co. had advanced the $750,000 referred to above and an
additional $280,000 covered by demand note from the aircraft com-
pany. I think it is also of interest to note that the Wasp was the

first successful high-powered air-cooled type of engine, and its suc-

cessful demonstration led immediately to a very broad application of

the air-cooled type in not only military aircraft, but in all types of

commercial aircraft as well.

Needless to say, beginning in 1926 our organization of 30 original

men began to expand pretty rapidly and it became a game to see how
soon new machine tools could push tobacco out of its warehouse.

Our shipments during this period were as follows

:

1926 $57,000
1927 2, 760, 000
1928 7, 900, 000

1929 15, 898, 000

I think it is also of interest that our original three employees are

still with our present company, United Aircraft Corporation ; George
Mead as its chief engineer. Brown as its president, and myself as

chairman of its board of directors. In the meanwhile, too, we must
not lose sight of the fact that of these other 30 employees mentioned
above, who might be deemed the founders, one has resigned and one
has died and the others are still in our present company.
Now, in review, the Niles Co. risked more than $1,000,000 before

there was any real assurance that this new project had got on its

feet. At the end of the first several years, and through earnings of

the company, the preferred stock of Niles was retired as well as the

demand note for the additional sums advanced. Niles owned one-

half of the common stock of this new aircraft company, the other

half was owned by us. Other than as indicated above, there was no
other financing of Pratt & Whitney Aircraft Co.
Now, the above summation brings the Pratt & Whitney Aircraft

Co. to the point where, in October 1929, it joined in a merger of

other companies to make up United Aircraft and Transport Corpora-
tion. This latter company was the result of a desire to develop a

thoroughly integrated aircraft company engaging in the manufac-
ture of airplanes, engines and propellers, as well as the operation of
air transport lines. All the companies which entered into this united
group had histories more or less m line with that of Pratt & Whitney
Aircraft Co. All were pioneer companies in aviation; all were de-

veloped by individuals whose primary business was aviation ; all were
originally financed by the personal funds of their founders or through
private sources ; all were successful in their particular fields.

At the time of the formation of United Aircraft and Transport
Corporation, it was deemed advisable to obtain additional capital.

Aviation at that period was expanding very rapidly and no one
could possibly foresee how long or how sound this expansion would
become. In all, $12,000,000 was obtained through the sale of $50 par
value cumulative 7-percent preferred stock. Before the dissolution

of this company in 1934, all of this preferred stock was retired at

the call price of $55, and during the meantime all dividends had reg-

ularly been paid thereon.
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In 1934, due to Governnieiit regulations, it became necessary to

bring about the disassociation of aviation equipment and transport
companies. In compliance therewith, United Aircraft & Transport
Corporation was dissoh'^ed and out of this dissolution the following
companies came into existence: United Airlines Transport Corpora-
tion, The Boeing Airplane Co., and United Aircraft Corporation.
The interest of our group now is solely confined to United Air-

craft Corporation, Its plants are all located in Connecticut.
Largely because of the separation into the three groups, United

Aircraft found itself lacking in what was deemed to be adequate
•capital. In March 1936 we offered our stockliolders the opportunity
of advancing the desired amount of new capital through the issuance

of additional stock. The result of this offering was completely suc-

•cessful, and all of the stock was taken up. The company realized

approximately $6,000,000 which was used to pay off bank loans in

the amount of $2,500,000, the constniction of a new propeller plant
and additional machinery in the amount of $1,500,000, with the bal-

ance of $2,000,000 added to working capital. In 1937 the sum of
$1,300,000 was expended for additional plant account, principally
machinery. In 1938 $723,000 was expended for new plant account.
For the year 1939 there has been expended or authorized expendi-
tures for additional plant account in the amount of $3,000,000.

Still managed and directed by its original personnel. United Air-
craft Corporation has continued to make progress. A glance at ship-

ments from its inception in 1934 to date reflects the following:

4 months to Dec. 31, 1934 $3,800,000
193'i 11, 885, 000
1936 22, 300, 000
1937 29, 295, 000
1938 36, 800, 000

It is expected that 1939 shipments will be the largest in our history.

As one of the founders of this aircraft company—and I think I may
speak also for Messrs. Brown and Mean—we have felt proud of this

job. We took idle cash and idle property in Hartford, and saw this

converted into a going vigorous industry which shortly outgrew the
original large empty quarters, and then the erection of an entire new
plant of our own.
During a little less than 15 years we have grown steadily to a point

where our original personnel has been expanded into an average
force of between 5,000 and 6,000 people, with a pay roll approaching
$1,000,000 monthly. We have given employment to the very finest

type of mechanics and skilled workmen, and at highest wages. W©
have always been extremely satisfied with our location in New Eng-
land, and particularly in Hartford, principally because of the avail-

ability of skilled labor which is so necessary, as well as the procure-
ment of materials and even manufacturing assistance from many of
the other skilled workshops of New England. We believe that we
must have been a considerable factor against unemployment in Hart-
ford and Connecticut, particularly during the past 5 or 6 years.
Our company has demonstrated its ability to expand its operations

to meet all requirements and entirely from its earnings. We intend
to continue this procedure as a matter of policy. Our company to-

day is owned entirely by its approximately 29,000 common-stock
holders, free of any indebtedness whatever, and we believe with ade-
quate working capital for the future.
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Mr. Nehemkis. Mr. Rentschler, I desire to ask you a few questions

and I think then the committee will undoubtedly desire to interrogate

you.

If I understand correctly, Mr. Rentschler, the interest of your group
today is confined solely to the United Aircraft Corj^oration which is

an operating company, is that correct ?

Mr. Rentschler. That is correct.

Mr. Nehemkts. The United Aircraft has one subsidiary I

Mr. Rentschler. T]\e Canadian Pratt & Whitney Aircraft Co.. a

small company su])plying engines in Canada.
Senator King. Manufactured in the United States?

Mr. Rentschler. Partly, and partly in Canada.
Mr. Nehemkis. And the United Aircraft holds 70 percent of the

stock ?

Mr. Rentschler. Of the Canadian Pratt & Whitney, 70 percent.

Mr. Nehemkis. For purposes of clarification and so that the record

may be entirely clear, is it correct that the group tliat you have
described is com])osed of three divisions, so to speak, the Pratt &
Whitney Aircraft which manufactures engines?

Mr. Rentschler. That is right.

Mr. Nehemkis. Plamilton Standard Avhich manufactures propellers?

Mr. Rentschler. Propellers.

Mr. Nehemkis. And the Vought-Sikorsky whicli manufactures
planes.

Mr. Rentschler. That is right.

Mr. Nehemkis. Is it correct, Mr. Rentschler, that in the case of

the United Aircraft & Transport Corporation, there were two in-

stances of financing, the first for general expansion purposes, where
it was necessary to obtain a cumulative 7-percent stock?

Mr. Rentschler. That is right.

Mr. Nehemkis. And before its dissolution in 1934, United Air-

craft & Transport Corporation called all of its preferred stock at

call price of 55; is that correct?

Mr, Rentschler. That is right.

Mr. Nehemkis. And is it also correct that throughout the period

of its existence, the preferred-stock dividends have been paid regu-

larly by the company?
Mr. Rentschlfj?. Regularly.
Mr. Nehemkis. In the early stages of Pratt & Whitney Aircraft

Corporation, Niles-Bement-Pond advanced, roughly speaking, 1 mil-

lion ; is that correct ?

Mr. Rentschler. That is correct.

Mr. Nehemkis. Largely if not entirely for experimental purposes.

Mr. Rentschler. That was all experimental.

Mr. Nehemkis. Between July 1925 and Augu.st 1934 j'our capital

requirements were 12.5 million plus; is that correct?

Mr. Rentschler. That is right.

Mr. Nehemkis. Witli the exce])tion of about 1 million advanced
by Niles-Bement-Pond and the original $1,000 advanced by the in-

corporators which you liave already described, that entire amount of

12.5 millions plus was ])rovided through the sale of the company's
products; is that correct?

Mr. Rentschler, Correct.
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Mr. Xkhemkis. The total amount spent for engineering and cle-

yelopnient between July 1925 and September 1934 was about 3 million

plu8, was it not ?

Mr. Rentschler. That is right.

Mr. Nehemkis. After September 1934, the enterprise conducted
by Pratt & Whitney Aircraft Co. was carried on by United Aircraft
Corporation^

Mr. Rentschler. That is right.

Mr. Nehemkis. Between September 1934 and December 1938 the

capital requirements of the United Aircraft Corporation were 20
million plus, were they not ?

Mr. Rentschler. That is correct.

Mr. Nehemkis. So that total internal sources made the following
contributicms: 1, Depreciation—about 2.6 million; 2, retained profits,

about 4.6 million.

Mr. Rentschler. I think that is correct.

Mr. Nehemkis. And three other reserves—oh, about tAvo hundred-
odd thousand?
Mr. Rentschler. Two.
Mr. Nehemkis. During the same period $9,254,000 was expended

for engineering and development, is that correct, sir?

Mr. Rentschler. Yes,

Mr. Nehemkis. Now, if we combine thoses figures for Pratt &
Whitney Aircraft, your plant expenditures totaled about 11 million?

Mr. Rentschler. That is correct.

Mr. Nehemkis. Com])ared with an over all expenditure of about
$13,142,000 for engineering and developing?
Mr. Rentschler. That is right.

The Chairman. Let me interrupt you there. Would you be good
enough to repeat those figures?

Ml-. Nehemkis. Beginning with the internal sources; yes. The
internal sources made the following contribution:

Dej)reciation, 2.6 million; retained ])rofits, 4.6 million; other re-

serves, 211,000.

The Chairman. 211,000?

Senator King. Dollars^

Mr. Nehemkis. I want to add that in the event either you or I

have not been altogether accurate on a figure, we both have the

right to amend any statements. I think my associate, Mr. Kelley,

tells me the figure for other reserves should be 217,000; that is cor-

rect, isn't it ?

Mr. Rentschler. Yes.

Mr. Nehemkis. Now, during the same ])eriod $9,254,000 was ex-

])en(led for engineering and development. Now, if we combine those

figures we have a total which is derived as follows, $6,802,000 plus

$4,202,000 for plant expenditures; combining the over all expendi-
tures Ave have the following figures: 3,888,000 and 9,254,000, giving
a total ex})enditure for engineering and development of 13,142,000.

1 have one further question, Mr. Rentschler, so that the record may
be entirely clear on this point.

Am I correct in assuming that there w^as no financing of Pratt &
Whitney Aircraft Co, from without, except as you have already
indicated, and to the extent of $750,000 from the Niles-Bement-
Pond Co., in accordance with their original obligation; and then
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an addition of $280,000 which was borrowed from them on an open
account ?

Mr, Rentschler. That is entirely correct.

Mr. Nehemkis. And that during* the entire period Pratt & Wliit-

ney Aircraft Co. never borroAved any money from a bank, even dur-
ing a temporary period?
Mr. Kentschler. That is correct.

Mr. Nehemkis. The witness is yours, Mr. Chairman.
The Chairman. Mr. Rentschler, as I understand the stoi"y that

you have told, this great corporation which has made such a name
in this country and throughout the world for the manufacture of
aviation engines began with a contribution of about $250,000 from
Niles-Bement-Pond Corporation ?

Mr. Rentschler. That is correct.

The Chairman. On an arrangement whereby that company which
was a very old company, founded in the early days of the United
States, as I understand?
Mr. Rentschler. Yes.
The Chairman. Was to participate in the development of the new

industry ?

Mr. Rentschler. That is right.

The Chairman. And by and large it contributed over $1,000,000
in this manner?
Mr. Rentschler. That is right.

The Chairman. Then to obtain funds for necessary expansion you
sold preferred stock?

Mr. Rentschler. True.
The Chairman. You did not issue any bonds ?

Mr. Rentschler. No.
The Chairman. Now, in addition to the preferred stock there was^

of course, common stock?
Mr. Rentschler. That is right.

The Chairman. But all of the funds that were necessary for the
development of the company were, I take it, derived from the sale

of the preferred stock?

Mr. Rentschler. That is right.

The Chairman. The common stock itself, if I remember the story
of the financing at the time, was, at least for the most part, dis-

tributed as a bonus to promote the sale of the preferred; is that
right?

Mr. Rentschler. No; I wouldn't say that. It was common stock
issued when the company was incorporated, but it had no value as

issued, no nominal value.

The Chairman. This no value when issued, that is my point, and
it was distributed in connection with the sale of preferred stock, was
it not?
Mr. Rentschler. It was all of a part of our agi'eement with the

Niles Co. as individuals.

The Chairman. But my recollection of what happened at the time
was that the stock of the company was offered in units of preferred
and common; is that right?
Mr. Rentschler. No.
The Chairman. I am speaking only from memory.
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Mr. Rentschler. That was United Aircraft & Transport Corpora-

tion, but the events that you were first referring to took place in

1925.

The Chairman. Oh, yes. Well, the events that I am referring to

took place later on?
Mr. Rentschler. Yes.

The Chairman, The original financing did not involve the dis-

tribution of common stock as a bonus with the sale of the preferred ?

Mr. Rentschler. No.
The Chairman. But the common stock was issued as of a nominal

value; the real value was in the preferred because that is where the

investment was coming from ?

Mr. Rentschler. Sure.

Tlie Chairman. Those who contributed cash to the enterprise con-

tributed by way of the purchase of preferred stock and not by way
of the purchase of common stock?

Mr. Rentschler. That is right. The arrangement simply was that

Niles had the money; w^e thought we had the experience, and our

business deal with them was that they would have only half of the

common stock of the company; half was ours. It was their obliga-

tion to put up the money and ours to run the company.
The Chairman. Now, then, except for the sale of preferred stock

you had no other occasion to borrow money ?

Mr. Rentschler. Tliat is true today of the aircraft company. As
a matter of time, that is from 1925 through to 1928, during which
period, however, the company did develop into a going concern that

was fully on its feet and very actively engaged in the business of

making aviation engines.

The Chairman. And, of course, there Avas a growing demand for

aviation engines as the aviation industry expanded, and the country

became air minded, and the opportunity was there opening to you,

and your associates, to take advantage of what we call the new
frontier to develop this business and place your company upon a

strictly self sufficient basis?

Mr. Rentschler. That was right. It really was the beginning of

a realization which was just a dream in 1923 and 1924.

The Chairman. So that the sales of the aviation engines and re-

turns which you received from these sales were sufficient to place

value in the common stock?

Mr. Rentschler. That is right.

The Chairman. Wliat is the value of the common stock now ?

Mr. Rentschler. Well, of United Aircraft Corporation the market
price is somewhere in the thirties

—
'33 or '34, as I remember it—but, of

course, that hardly would tie up with the original company we are

speaking of now.
The Chairman. No.
Mr. Rentschler. There have been successive changes in corporate

identity.

The Chairman. But now you are in that fortunate position that

it is not necessary for you to call upon the savings of the public for

further expansion?
Mr. Rentschler. We think so. We follow that policy to date.

124491—40—pt. 9 11
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The Chairman. The concludiii|^ statement was, I think, that it is

your intention to maintain that position if you can and finance what-
ever further expansion you may be fortunate enough to undertake
out of your o^vn earnings and your own capital?
Mr. Rentschler. That is our aim and policy.

The Chairman. Now, what is the effect of this development upon
employment ?

Mr. Rentschler. Well, the effect on employment, I should say,

rests with our ability to keep on expanding our business.

The Chairman. I take it that your busine«?s being an expanding
business in a new field, the number of employees has constantly been
growing ?

Mr. Rentschler. That has constantly grown. Our shipments are
still upward each year.

The Chairman. You haven't yet encountered any difficulty by the
way of technological unemployment, have you?
Mr. Rentschler. I should say not.

The Chairman. In other words, the demands of the aviation indus-
try are such that although there may be an increased efficiency of
machines, you are constantly using a new labor supply ?

Mr. Rentschler. We have been constantly using a new labor sup-
ply and think we have kept our corporation, and must keep it, as
nearly modern and up-to-date as possible.

The Chairman. I observed with very much interest as you were
giving your prepared statement that in 1937 you expended $1,300,000
for additional plant account, principally machinery, and that in
1939 your expenditures have increased to approximately $3,000,000.
Mr. Rentschler. At the present time, yes; and they' may be

larger before the year is out.

The Chairman. So that there are industries which are expanding ?

Mr. Rentschler. I thiwk tliat is right.

The Chairman. And, of course, that expansion depends upon the
demand for the particular kind of product which you are able to
offer?

Mr. Rentschler. I think that is true.

The Chairman. Are there other industries in your mind which
might offer similar opportunities to investment ?

Mr. Rentschler. Well, I don't know of any I could mention at
the moment.
The Chairman. In any event it is obvious that the problem for the

country would be to find other industries such as yours which even
in a depression could proceed to expand and increase expenditure for
the purposes of development?
Mr. Rentschler. I think that is right. An example in line with

what you ask for might be television that it is possible to develop;
that is something else new and it is found it can be developed.
The Chairman. What is your policy toward employees? Do you

have a certain number of salaried workers and certain number of
wage workers ?

Mr. Rentschler. That is right.
The Chairman. How many salaried workers do you have?
Mr. Rentschler. I will have to
The Chairman. Just approximately.
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Mr. Brown.^ If I may be permitted to answer that. We have a

total on the wage pay roll of 5,794. I would estimate that our office

pay roll would perhaps run around 600.

The Chairman. Six hundred out of 5,000?

Mr. Eentschler. Six hundred out of 5,794 as the total.

Mr. Brown. It might be more; it might be less.

The Chairman. Now, those office employees are more or less per-

manent employees? I mean they have all the year round employ-
ment? Tlie wage workers, do they have all year round employment
too?
Mr. Eentschler. They have as long as we have been running the

way we have been. The answer really is "yes," because our plant
has been busy continuously.

The Chairman. But if plant orders should let up why naturally

they would be the first to go?
Mr. Eentschler, That is right.

The Chairman. Have you considered—you probably haven't, be-

cause your plant has been constantly expanding and the demand
increasing—but have you given any consideration to the question of
stabilizing employment of these wage workers on a similar basis to

the stabilization of employment which the ordinary salaried worker
has?
Mr. Eentschler. We haven't been up against that condition, but

I am sure if we should, that we want to. In other words, I think
our attitude would be very friendly toward finding some way of
spreading employment as far as we could in some proper way.
The Chairman. Well, the thought that comes to my mind is that

it is quite evident not only from the testimony which has been devel-

oped here before this committee, from what we see about us, that
there are opportunities for expanding industry from time to time,

but that the most important obstacle in the way of the develop-
ment of industry, at least so it seems to me, is the inability of the
great numbers of the people who are unemployed or who receive
only a miserable W. P. A. compensation from the Government to
enter the market to purchase the products of industry, and I con-
cede that to be as great a problem for industry as it is for Govern-
ment to solve. Indeed, from my own point of view, I think it is a
greater problem for industry than it is for Government.
Mr. Eentschler. I agi^e with you.
The Chairman. Are there any other questions ?

Mr. Henderson. I have a question or so.

The Chairman. Mr. Henderson.

advantages or financing capital requirements from internal
sources

Mr. Henderson. I noticed that you said in your concluding para-
graph, Mr. Eentschler, that "we intend to continue this procedure
as a matter of policy." That is the policy of meeting all your
requirements entirely out of your earnings. Now, that isn't neces-
sarily—hasn't over a period of years been so much a policy as an
opportunity, has it? Does it run in your mind that your company

^ Donald Brown, president United Aircraft Corporation.
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definitely planned to finance from internal sources and to get on a

very desirable self financing basis, or was it because of your expan-
sion and your earnings and things like that? More of a happen-
stance. Did you have a conscious policy of keeping away from the

capital markets?
Mr. Rentschler. We frankly did. I will admit that under cer-

tain conditions we might have been forced to adopt another policy.

Mr. Henderson. You say "forced." Do I get a connotation from
that that you would like to keep away from the capital markets ?

Mr. Rentschler. Well, I would frankly say that I would
;
yes.

Mr. Henderson. Why?
Mr. Rentschler. Well, I think if you can do it the other way, or as

long as you can do it that way, I'd prefer to.

Mr. Henderson. What are the advantages that run in your mind?
Mr. Rentschler. Well, I like a company, in the first place, that has

nothing but the common stock if you can keep it that way. I admit
that under certain conditions that might not be at all reasonable.

Mr. Henderson. Let me stop on that one point—the advantages of
the common stock being what ?

Mr. Rentschler. Well, the preferred stock or bonded indebtedness
of any kind is, after all, a debt. It isn't a stock ; it is something you
owe somebody. The same is true in an individual. I'd rather not as

an individual owe someone if I can avoid it.

Mr. Henderson. Is there a value in the swings of business activity

in having common stock as against
Mr. Rentschler. Well, there is—of course, usually, preferred stock

carries with it some obligation to pay, sometimes deferred but usually

required in the long run. A company of that kind, under certain

conditions, as I say, it is perfectly feasible, I know, but I think if the

company can find a way of financing itself and carrying on without the

burden of that kind it is preferable.

Mr. Henderson. In that case each of the owners in his proportion
of ownership is taking a share of the risk. It is a real picture of

the enterprise then, isn't it ?

Mr. Rentschler. I may not follow things as clearly as the next one,

but it is something to me to know if you have 10,000 shares of stock

outstanding, or 100,000 shares of common stock, the worth of your
company is then very easily determined and it is all on the same basis.

Mr. Henderson. What other operating advantages are there to this

kind of policy as against an alternative of going to capital markets?
Mr. Rentschler. Well, under certain conditions I think the com-

pany, perhaps, is freer in its management of its own affairs. Usually
a preferred stock or any bonded obligation requires certain controls

or checks on the company's policy.

Mr. Henderson. You mean if outside money comes in?
Mr. Rentschler. If outside money comes in, they have the right

and the feeling usually that they have some right to follow it up on
policy and even to influence policy sometimes.
Mr. Henderson. That is just not a guess on your part?
Mr. Rentschler. It is a matter of fact.

Mr. Henderson. It is a matter of fact, and that is one thing you
escape.
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Mr. Rentschler. We escape entirely. Theoretically, our common
stockholders elect officers and directors, and it is their company; we
control the rest within it.

Mr. Henderson. You think, then, it is a fact of common practice,

when outside capital is in, not on an equity basis, that some control

is exercised in the direction of managerial policies.

Mr. Rentschler. There usually is.

Mr. EDenderson. So you escape from any direction from outside by
this means?
Mr. Rentschler. That is right. That would be my opinion, at

any rate.

Mr. Henderson. You haven't had any experience of attempted con-

trol over your operations?

Mr. Rentschler. We have not.

Mr. Henderson. You have been free then to do whatever you
wished as far as the amount that you would allocate to research is

concerned ?

Mr. Rentschler. Yes, sir.

Mr. Henderson. Thinking in terms of a much longer term pro-

gram entirely free from any of the commitments that you would have
to make for current earnings and out payments.

Mr. Rentschler. That is right. In the early days of the Pratt-

Whitney Aircraft Co. down to the present day, that is absolutely

true in our case ; there has never been any other outside control.

Mr. Henderson. You have worked consciously toward this. You
think of it as a policy, as I intimated in the beginning?
Mr. Rentschler. Exactly.
Senator King. You follow the practice which has been followed

in most successful corporations from their beginning; namely, to

have two classes of stock, the common and the preferred; and you
prefer to keep the preferred stock because, first, you widen the base
of interest in the corporation and you don't have any control as you
might have if you went to the banks or to underwriters in order to

obtain the necessary capital to carry on your enterprise.

Mr. Rentschler. Yes, sir.

Senator King. You had no difficulties by reason of the success at-

tending your enterprise in selling your preferred stock at a fair price
and obtaining the necessary funds for expansion.
Mr. Rentschler. Yes.
Senator King. So, as I state, that is a common practice, is it not
Mr. Rentschler (interposing). Very common.
Senator King. To issue your common stock and your preferred ?

Mr. Rentschler. Yes.
Senator King. There are many advantages in that course rather

than in resorting to banks and underwriters to obtain the necessary
capital for expansion of your business.

Mr. Rentschler. I think there is.

Senator King. I want to ask you whether or not you obtained any
funds from the Government itself as a bonus or as loans or only such
as might be derived from the sale of your products to the Government.
Mr. Rentschler. No; none whatever.
Senator King. Did the Government buy any of your planes?
Mr. Rentschler. Oh, yes; I should say a great number of them.
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Senator King. Has not the Government been your principal pur-

chaser ?

Mr. Rentschler. About 50 percent of our business.

Senator King. I beg your pardon.

Mr. Rentschler. About 50 percent of the business, I should say,

is Government.
Senator King. And the other 50 is commercial?
Mr. Rentschler. Commercial and export.

Senator King. Export?
Mr. Rentschler. That is right.

Senator King. You have exported some planes abroad, have you?
Mr. Rentschler. Probably 25 percent of our gross business

throughout the whole period is done in exports.

Senator King. To what countries, principally?

Mr. Rentschler. Well, world-wide. Most of that, of course, has
been for commercial purposes—air lines all over the world.

Senator King. Is the Government purchasing your planes now?
Mr. Rentschler. Yes.

Senator King. Do you manufacture anything besides planes?

Mr. Rentschler. We manufacture engines, planes, and propellers.

Senator King. Engines and propellers.

Mr. Rentschler. Yes; and planes.

Mr. Henderson. You sell those to other companies who want to

assemble them.
Mr. Rentschler. That is right.

Senator King. Why did you dissolve your company when part of
your activities were engaged in transportation—did the Government
require that?

Mr. Rentschler. The Government required that there should be
no mail contracts given to air lines who had connection with any
equipment companies.

Senator King. The purpose then was—you preferred to divorce
yourself, separate the corporation in order to get the Government
contracts for carrying mail.

Mr. Rentschler. No
;
you see we have nothing to do with the air-

line companies at the minute; our business now is entirely manu-
facturing.

Senator King. You just manufacture.
Mr. Rentschler. Purely manufacture.
Senator King. What became of the other companies, that is, the

divorced part of the company?
Mr. Rentschler. They are a separate corporation now entirely.

One of them is the United Air Lines Transport which is still ojjerat-

ing the air lines. The third one is Boeing Co., in Seattle. That,
too, is a manufacturing company.

Senator King. I suppose there is competition in the activities in
which your company is engaged.
Mr. Rentschler. I beg your pardon?
Senator King. I suppose there is competition in the production

of the products which come from your company.
Mr. Rentschler. In every way, yes; complete competition.
Senator King. Is that competition active?
Mr. Rentschler. Very active I should say.
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Senator King. There has been no effort, no purpose, to stifle com-
petition by agreements or by associations or organizations?

Mr. Rentschler. None that I know of.

Senator King. You attribute your success in part to the fact that

you have had free competition.

]Mr. Rentschler. Well, I think that is absolutely necessary in

any industry; yes, the freest competition.

Senator King. You haven't felt it necessary then to cooperate with
other corporations for the purpose of restricting production?
Mr. Rentschler. None whatever.
Senator King. Your production has increased?

Mr. Rentschler. From year to year.

Senator King. I assume your efficiency has likewise been apparent
in your activities.

Mr, Rentschler. We think so.

Senator King. So you are making a better machine now than a few
years ago?
Mr. Rentschler. I am sure of that.

Senator King. You look for continued improvement and for in-

creased efficiency in the activities of your organization?

Mr. Rentschler. Yes; I still believe aviation is just in its infancy.

Senator King. Are you making large planes and large engines?

Mr. Rentschler. Yes; we make large engines. We have made
large planes ; we are not making them at the moment but the Sikorsky

Co. did make the first of the so called clipper ships.

Senator King. Have you seen marked improvement in the carrying
capacity and the qualities of endurance and lightness of your
products ?

Mr. 'Rentschler. Of course that has increased by leaps and
bounds; going back to this first engine that we described some time

ago, it is quite a different thing than the engine we are building

today. Of course, that is true in every detail of aircraft construction.

There has been a remarkable improvement and it is still continuing

at about the same rate ; if anything, accelerating.

Senator King. With the utilization of aluminum and magnesium
you make planes much lighter, do you?
Mr. Rentschler. Very much lighter.

Representative Reece. How much money did you and your two
associates, Mr. Mead and Mr. Brown, spend in the preliminary

stages before the Niles-Bement-Pond Co. advanced you $200,000 for

organizing and developing the company ?

Mr, Rentschler. Nothing whatever.
Representative Reece. You only had an idea up to that time?

Mr. Rentschler. Purely an idea. I will say we knew definitely

that something would be required or else there was no use starting

our idea.

Representative Reece, That period, however, was the critical period

and what led to this enlarged development and successful develop-

ment in which you are engaged at this time,

Mr, Rentschler, Oh, yes ; we were absolutely on the spot. We had
$260,000 and an opportunity of getting an engine through a test.

Representative Reece. Did you get as much encouragement and
sympathy at that time as you have since becoming more successful?



3648 CONCENTRATION OF ECONOMIC POWER

Mr. Rentschler. I think the answer to that would be self-evident.

Dr. LuBiN. Mr. Rentschler, is there any arrangement in your in-

dustry whereby you cooperate in research activities and development?
Mr. Rentschler. I beg your pardon?
Dr. LuBiN. Is there any arrangement in the industry whereby you

and other people in the industry cooperate in your experimental and
developmental activities ?

Mr. Rentschler. No; at least in no sense directly. Everyone in

the industry, I think, is in very close touch with the Wright Field

and the Air Corps or Langley or the naval air stations and there

might be something there, but purely in that way. There is no other

cooperation that I know of within the industry.

Dr. LuBiN. Are the results of Langley Field, for example, available

to you?
Mr. Rentschler. I should say they are available to everyone in the

industry at the moment they really have something to disclose, and
I think everj^one in the industry tries and does keep as closely in

touch with Langley as possible.

Dr. Lubin. Is there any way of estimating what the industry itself

would have to spend or would have had to spend if these research

activities of the Government had not been going on?
Mr. Rentschler. I wouldn't want to estimate it in dollars. I think

I can say we have been constantly carrying on research work in the
industry, because for the most part Langley has confined their re-

search work to those things of general application. Take, for ex-

ample, the development of a particular kind of cowling for a certain

engine, something once developed that would be applicable with modi-
fications to any form of engine. Now those are all things which re-

quire in many cases a great deal of very special equipment. For
example, these big wind tunnels. It is almost still beyond the possi-

bilities of a private company to operate a wind tunnel or to have to

bear the initial cost of that sort of thing. In that way Langley has
been extremely helpful and they have really done a very fine job.

Dr. Lubin. Would it be fair to say that your industry has an
advantage, in the sense that other industries don't have, to the
extent to which the Government finances certain types of experi-

mental and developmental work which would have had to have been
developed by the industry and w^ould, therefore, have required more
capital if the Government hadn't undertaken the experiment?
Mr. Rentschler. Well, what probably would have happened is

our whole rate of development would have been much slower than it

has been; but, outside of finding out things as quickly as we have,
waiting, in other words, until we could afford to do certain experi-
ments, we would have delayed the whole development of aviation
to that amount.

Dr. Lubin. To that extent the Government has advanced the de-
velopment of this industry which would have been advanced at a
later date.

Mr. Rentschler. That is right. They are all things that had to

be done, in other words.
Senator King. Just one question, prompted by Dr. Lubin's. I

suppose you have a sort of a research laboratory, do you not?
Mr. Rentschler. Oh, yes.
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Senator King. So that you continue your experimentation with
a view to developing improved methods and better products.

Mr. Rentschler. I might answer that in part by saying that the
actual figures show that something around 10 percent of the value
of our expenditures is put into engineering and research each year.

Senator King. And you regard the dividends which you derive
as compensation for the 10-percent expenditures?
Mr. Rentschler. Ours is an engineering and development industry

and the whole success depends upon having the right thing at the
right time.

Senator King. I suppose, aside from patented developments, in-

ventions wdiich are patented, you communicate with persons and
organizations engaged in the production of aircraft. Is the risk

shared that way among the producers of airplanes?

Mr. Rentschler. The situation hasn't really been of any great
importance in engines or in airplanes themselves, at least in the
last 10 years. Very early there was this whole situation of the
original Wright patents and a lot of complications but those have
all run out, fortunately, I think, and at the minute there are no real

important patents which go into planes or engines.

We have a lot of patents, but I wouldn't even know what most
of them were. They are mostly construction of things or odds and
ends of things which an engineering department go ahead and take
out patents for, but I wouldn't say there are many of such.

Senator King. You wouldn't emphasize that patent situation.

Mr. Rentschler. No; I wouldn't.

Senator King. Do you have any patent litigation?

Mr. Rentschler. We have had small instances, nothing at all

serious. Once in a while somebody writes in and thinks he has
designed something we are using 2 years before we did, or something
of that kind ; nothing you can call serious litigation.

Senator King. This is a broad question and I think you have
answered it. You do expect a continued improvement in the science

of aviation, if it may be denominated as a science ?

Mr. Rentschler. I certainly do.

The Chairman. Are there any other questions?
Mr. TuppER. In selecting Hartford as the center of operations for

the plant, I suppose you were influenced by the available labor sup-
ply, the location of the machine-tool industry in that section?

"Mr. Rentschler. That had a great deal to do with it.

Mr. Tupper. Did you consider any other location ?

Mr. Rentschler. In our negotiations with Niles we were limited,

of course, to those places where they had idle plants. We didn't, to

answer your question exactly, because we began negotiations with
Niles and then we found this one in Hartford and were so satisfied

with that location that it stopped our inquiry.

Mr. Tupper. I was wondering whether you were offered any in-
ducements by any cities to locate any particular place.

Mr. Rentschler. None whatever, including Hartford. I don't
think anyone in Hartford knew we were coming there until a year
or two later.

Senator King. You were a prophet without honor in your own
coimtry.

Mr. Rentschler. Quite.
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The Chairman. Are there any other questions? Mr. Rentschler,

we are very much indebted to you and thank you for appearing
before the committee.
Mr. Rentschler. I was very happy to come down.
Mr. Brown. I enjoyed this very much.
The Chairman. The next witness is who, Mr. Nehemkis?
Mr. Nehemkis. The Securities and Exchange Commission calls as

its next witness, Mr. Alfred P. Sloan, Jr.

The Chairman. Do you solemnly swear the testimony you are

about to give in this proceeding shall be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Sloan. I do.

TESTIMONY OF ALFRED P. SLOAN, JR., CHAIRMAN OF THE BOARD,
GENERAL MOTORS CORPORATION, NEW YORK CITY

Mr. Nehemkis. Will you state your name and address, please?
Mr. Sloan. Alfred P. Sloan, Jr., 1775 Broadway, New York City.

Mr. Nehemkis. You are chairman of the board of directors of
General Motors Corporation, are you not?
Mr. Sloan. Chairman of the board; yes.

Mr. Nehemkis. Mr. Sloan, are you prepared to discuss the growth
of General Motors during the last two decades, its expansion and
the sources of the financing for that expansion, and I should like

you particularly to tell the committee of one of the great new de-

velopments of your corporation, namely, the Diesel engine. I want
you to tell that story, Mr. Sloan, in your own way and in your own
words. If you have occasion to refer to any statement or paper,
feel perfectly free to ask Mr. Bradley to supply it. His answers to

you will be your answers. Will you proceed, Mr. Sloan.

SOURCES or capital funds general motors corporation, 1921-1938

Mr. Sloan. Mr. Chairman, the period that I will deal with is

the period ending in 1938, going back 18 years, and I would first like

to outline the expansion of the corporation in that period with respect
to its motorcar production, as well as with respect to other products
which have been developed in that period. And I would like the
privilege, if I may, of outlining the way that expansion has been
financed.

Dealing with the first question, at the beginning of the 18-year
period the corporation had a capacity of about 500,000 motorcars,
somewhat less than that. In the intervening period of 18 years, we
built up that capacity, so that now we could produce about two and
a half million motorcars per year, and of that capacity 90 percent is

in the United States and 10 percent is in foreign countries.
In addition to that, as a result of our research work we have de-

veloped in two directions, one in making additional devices which
have expanded the job opportunities we have, and second, in de-
veloping entirely new products which have come out of our research
work in addition to our normal motorcar activity.

I might mention two outstanding illustrations of the results of our
research work in developing new projects, and these illustrations are
quite dissimilar in character. Six or seven years ago we felt.that there
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was an opportunity for accomplisliment in a more intense development
of the Diesel-engine idea. We had associated with ourselves a rela-

tively small company, and with that contact through our research

activity we have developed a much-improved technique in the applica-

tion of the Diesel engine, so that today we are making Diesel engines

at a low cost and in a low weight relation to power, which is an
important factor in the Diesel engine, and have expanded the appli-

cation of the Diesel engine quite broadly.

For instance, we have as a result of this work developed a Diesel-

electric locomotive. It is possible today, to illustrate what has been
accomplished, for a railroad to buy a Diesel-electric switching loco-

motive and, with the savings that result from its operation, to meet
the interest charges and also pay back the principal. It is not neces-

sary for the railroad to put up any money. It will return the entire

cost in from 6 to 8 years, deiDcnding on how extensively the locomo-

tive is used.

We have another somewhat different illustration of what has been
accomplished in the expansion outside of our motorcar line, in the

development of tetraethyl lead, which has entirely revolutionized the

consumption of gasoline in engines, with greater efficiency of the

engine, and around that has been built a new industry.

In our Diesel industry at the moment we are employing something
like $20,000,000 and, as we are running at the moment, between three

and five thousand workers in that industry, which has been created in

the last few years.

I might go on and elaborate and use many other illustrations of what
we have accomplished in the way of engineering and research. One
important difference between the automotive industry and other indus-

tries lies in the fact that we revolutionize or entirely change our prod-
uct once a year, and that involves very heavy expenditures in engi-

neering and in tools.

That would give you a general idea of how we have expanded in

the 18 years under review. Now, when it comes to the financing of

this expansion program, we have sold in the 18-year period—our sale?

have amounted to about $17,250,000,000 in the 18-year period. We
have made a profit in the 18-year period out of those sales of

approximately $2,300,000,000. We have diverted in the last 9 years

about 91 percent of our profits to our stockholders in dividends.

In the entire 18-year period we have diverted a little less than 80

percent of our profits to our stockholders. In the 18-year period

there has been substantially no outside financing. It is largely

financed within ourselves. I say largely; in connection with pre-

ferred stock issued back in the late twenties, there was something like

$29,000,000 additional stock placed on the market which increased our
capital to that extent.

Also in the twenties, about 1926, there was a consolidation with an
organization which had been an important supplier, amounting to

about $55,000,000, which brought that much property and for which
stock was issued, but practically no cash.

Now, taking the amount of our profits less the amount paid out in

dividends, there has been retained in the business through the profit

rule during the 18-year period about $490,000,000. There has been
obtained through depreciation $520,000,000. There are some addi-
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tional amounts wliicli are quite inconsequential when we are dealing

with such large figures.

Now, of course, when it comes to the depreciation it is possible to

some extent to use depreciation for expansion, but naturally the

time must come, if it is really depreciation, when it must be used for

replacing properties to maintain its efficacy.

We have in addition, too, insofar as expansion of plant and equip-

ment is concerned during the 18-year period, spent $770,000,000 in

expanding our plant. As I said, in the additional things we are

making as w^ell as increasing our motorcar capacity per se, we have
also invested $176,000,000 in subsidiary operations of various kinds,

manufacturing abroad, financing operations, and in other directions.

We have also an item here of about $335,000,000 which covers ex-

penditures for special tools during the period.

The Chairman". Mr. Sloan, I regret very much that it is necessary

for me to leave at the moment. I have to be on the floor of the

Senate, but Senator King will preside.

Mr. Sloan. I will re])eat that. We have a special item of $335,-

000,000 covering expenditures for special tools. In our industry, as

I remarked before, we bring out a new model every year, and this

amount of $335,000,000 really represents expenditures we make in the

capital goods industry. They are passed on to the customer in cost of
sales and returned to us in a period not to exceed 2 years, more often

1 year, but that is quite a contribution to the capital-goods industry,

and it also has the advantage of keeping our products up to date,

which is very essential in keeping up with the constantly advancing
technique.

I was interested in a statement that was made before your com-
mittee—I think it was on Tuesday—regarding the point that the
automobile industry had reached the stage of stabilization.^ I
don't know whether that is true or not, but I really don't believe it is

because today there are more motorcars in use in this country than
there ever have been before and it would appear as if, from past
history, we could expect a further expansion of the industry in re-

lation to the increase in income of the country.
I have a curve here which is very interesting and shows that re-

lationship.2 Now, also, we find that there is a very direct relation-

ship between the Federal index of production and the trend of our
business, so I feel that if ways and means could be found of expan-
sion of the income of the country, that it is reasonable to suppose
that the automobile industry could enjoy its share.

I would like to show you this because it is very interesting. I
can't seem to locate it, but there is a direct relationship and as the
national income goes up we go up with an increasing rate and I
see no reason why that should not continue. In other words, I
don't think we have reached the point of saturation of our industry,
especially if we are able through capitalizing technological im-
provements to keep on reducing the cost or adding to the value.

I would like to point out also that in the evolution of our in-

dustry, so far as our price position is concerned, our policy has been

^ See supra, p. 3513.
2 See "Exhibit No. 570," infra, p. 3653.
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to manage to keep increasing the value of the car rather than to

reduce the price of the car. I don't think that would be sound eco-

nomically unless there was some special circumstance. Of course,

I think industry has got to work toward lower prices to maintain

productivity, and through capitalizing technological improvement
to raise wages and at the same time reduce price. But in the

case of our industry, we are quite different because we have what
we call the used-car situation and our real objective in maintaining

the price with better value, capitalizing our technological pro-

gram that way, is to make those that can afford to buy, dissatisfied

with their last year's product, trade it in, and pass it down in the

used car market so that we are really producing a better value all

the time. But it is very difficult to determine just what improve-
ment has been made in that particular.

Exhibit No. 570

RETAIL VALUE OF NEW PASSENGER CAR SALES
COMPARED WITH

NATIONAL INCOME PRODUCED
PASSENGES
CAK SALES
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and in our records the price of a Chevrolet in 1913, that the con-

sumer paid, was about 50 cents a pound. Today it is about half of

that. And in addition to that there has been a tremendous value put
into the car that is represented by increased weight and in greater

convenience.

Now that in brief is our story. I might add that notwithstanding
the tremendous advance that the industry has made in giving in-

creased value, we have the amount of labor per car which has not
been greatly decreased because we have added so much to the car.

We have things like independent springing, and innumerable de-

vices have been added to the car, which have maintained the man-
hours per car; and at the same time through more intensive design
have made it possible for us to reduce the price.

For instance, the Chevrolet car in 1913—I just happen to have that
figure—would cost a purchaser about $1,150; it Aveighed about 2,200

pounds; it had about 31 horsepower. The Chevrolet car of today
costs about $750; weighs more than 3,000 pounds ; and is 85 horsepower
and is infinitely better in the quality of its development and the fea-

tures that lead to speed and comfort and convenience and safety, and
all those kinds of things.

Now that gives in a brief way our picture as represented by a
survey of this 18-year period. I would like to present that chart.

Acting Chairman King. You desire that in the record?

Mr. Nehemkis. Yes.
Acting Chairman King. It may be received.

(The chart referred to was marked "Exhibit No. 570" and appears
on p. 3653.)

Acting Chairman King. Mr. Sloan, the bell has rung; some of us
are compelled to adjourn to the Senate and the House and we will

take a recess now until 2 : 30 this afternoon.

(Whereupon at 12:05 noon, a recess w^as taken until 2:30 p. m.
of the same day.)

afternoon session

The committee resumed at 2 : 35 p. m. on the expiration of the
recess.

Acting Chairman Reece. The committee will come to order, please.

Are you ready to proceed, Mr. Nehemkis? The witness has com-
pleted his principal statement?
Mr. Nehemkis. That is correct, sir, and I wish to examine him

briefly.

Acting Chairman Reece. You may do so.

Mr. Nehemkis. Mr. Sloan, I want to ask you to identify a state-

ment before I offer it in evidence. Will you look at this statement
and identify it for me, please?

This statement has been identified by the witness. I offer it in

evidence. The title of this statement is "General Motors Corporation
and Subsidiary Companies, Summary of Principal Products Cur-
rently Sold."
Acting Chairman Reece. It may be admitted.
(The statement referred to was marked "Exhibit No. 571" and is

included in the appendix on p. 4028.)
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Mr. Nehemkis. Mr. Sloan, will yon be good enough to identify

this statement before I offer it ? This has been identified. I offer in

evidence a statement entitled "General Motors Corporation, Disposi-

tion of Funds Statement, Years 1921, 1938, inclusive."

Acting Chairman Reece. It may be received.

(The statement referred to was marked "Exhibit No. 572" and is

included in the appendix on p. 4031.)

Mr. Nehemkis. Mr. Sloan, will you be good enough to identify the

statement now shown you ? The statement has been identified by tha

witness, which I offer in evidence, and is entitled "Summary of In-

formation, Question 8, Table 4."

Acting Chairman Reece. It may be received.

(The statement referred to was marked "Exhibit No. 573" and is

included in the appendix on p. 4033.)

Mr. Nehemkis. Will you identify the statement now shown you,
please? The statement has been identified. I offer in evidence a
statement entitled "Summary of Information, Question 7, Table 3.'*

Acting Chairman Reece. It may be received.

(The statement referred to was marked "Exhibit No. 574" and is

included in the appendix on p. 4035.)

Mr. Nehemkis. Mr. Sloan, I want to ask you a few questions
based on the information which was submitted to us by the General
Motors Corporation. Your research expense since December 1925 has
been over $170,000,000, is that correct?

Mr. Sloan. That is correct, but in order that it may be under-
stood, I would like to make an explanation.

Mr. Nehemkis. Please do, Mr. Sloan.

Mr, Sloan. The research expense in our operation should be con-
sidered as divided into two parts. In the first place there is research
per se, I might say, or pure research, where we develop new devices
and products from a fundamental standpoint. Then there is an
engineering type of research, which is involved, as I explained this
morning, in the production of new models yearly.

What you have there is the complete cost over the period, though
I believe there are 5 years that were omitted in that, but anyway it is

the complete cost of all our engineering involving our changing of
models from year to year, and our research in addition.

Our research expense, pure research, runs about one million and
a half to two million dollars per year.

Mr. Nehemkis. Subject to the statement you have made, however,
you accept the figure?

Mr. Sloan. I accept the figures with the explanation.
Mr. Nehemkis. Correct, and that expense likewise was paid out

of your earnings and deducted from your gross income for income-
tax purposes; is that correct?

Mr. Sloan. Exactly.
Mr. Nehemkis. Between 1921 and 1938, both inclusive, your return

to the informal questionnaire which we had occasion to submit to you
indicates that your net sales were over 17.1 billions of dollars. Is
that substantially correct?
Mr. Sloan. That is substantially correct.
Mr. Nehemkis. I would take it that that meant a lot of jobs and

a lot of wages ; would you agree ?

Mr. Sloan. It certainly does.
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Mr. Nehemkis. Are you prepared to discuss briefly what that

vohime of sales meant, let us say, to the petroleum industry? How
did that affect the relationship of your corporation to petroleum ?

Mr. Sloan. Well, of course, that would have to be dealt with in

very general terms.

Mr. Nehemkis. Just generally and very briefly.

Mr. Sloan. Of course, when we put out into the domestic market
a million and a half to two million motor cars, why it means the

impact of that on the economy is very important from the standpoint

of what, in the first place, the making of the cars involves. You could

then add a third more, which is the stimulation arising from the dis-

tribution of cars. And all this stimulation is before the impact on,

say, the petroleum industry. Then, of course, there is the consump-
tion of gasoline and everything else that goes to the maintenance of
the car. It would be impossible to answer that question in definite

terms. You could say that it was a very great stimulation.

Mr. Nehemkis. You have indicated sufficiently, I think, the answer.

Would you say that the net sales of the seventeen billions to which
I have just referred had a profound effect upon governmental invest-

ment in terms of highway construction?

(Senator King took the chair.)

Mr. Sloan. I don't know as I understand your question. Of
course, the development of a proper highway system is essential to

the operation of the increasing number of cars on our roads.

Mr. Nehemkis. You understand my question precisely, Mr. Sloan.

Mr. Sloan. I would say that I think that if we are going to con-

tinue as we are, and according to my belief, to make, not the same
number of cars we have but still more cars, the question of highway
is very important, because it may develop into what you might call

the neck of the bottle type. It is very important. I think today
probably more cars could be consumed if we had, especially in our
congested areas, a better system of highways. But the impact of
that on the railroads, and everything else, is of course tremendous.
Acting Chairman King. The more cars you manufacture, the more

gasoline and oil are consumed, and the more highways are con-
structed, the more wear out and the more need repairs, so there is a
very great increase in productivity along the various lines by the
production of your cars.

Mr. Sloan. You could say unquestionably, for as I remarked be-
fore, if you take that $17,000,000,000 and add a third to it, it will
give you an idea of what is involved in purely the distribution of
that $17,000,000,000.

Mr. Nehemkis. And I would take it, Mr. Sloan, that that seven-
teen billions of sales has had a profound effect upon the building
industry in opening up areas for development which were otherwise
inaccessible.

Mr. Sloan. I don't think anybody can appreciate, unless he has
made a study of it, the effect of the increasing use of motorcars on
our method of living. Especially as you say the opening up of areas
outside our cities is really providing what I think is a better means of
living, not necessarily a higher standard, although I think it is in a
way a higher standard.
Acting Chairman King. You mean, therefore, that a motorcar is

not a luxury alone but it is a necessity.
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Mr. Sloan. It certainly is.

Mr. Nehemkis. And I likewise assume, Mr. Sloan, that all of that

.$17,000,000,000 of sales depended upon the existence of a consumer

capacity to absorb that output. In other words, a vast amount of

those sales were made on the installment payment plan, is that cor-

rect, sir?

Mr. Sloan. A substantial part of them. It varies considerably

from year to year. The percentage of cars sold that you referred

to on the installment plan is somewhat declining at the moment, and

curiously enough the percentage sold on the installment plan declines

very materially in bad times. It increases in good times. But that is

an important factor in our ability to maintain our production.

Mr. Nehemkis. You have an affiliated or subsidiary company, do

you not, which is engaged in the business of financing your output?

Mr. Sloan. Yes; that is the General Motors Acceptance Corpora-

tion. We also have an affiliate dealing with the insurance phase of it.

Mr. Nehemkis. Would it be a correct statement, Mr. Sloan, to say

that General Motors is in a position today to do most of its internal

financing out of earnings, and, in addition, to finance the ultimate

consumers of your product as well ?

Mr. Sloan. I think that is a correct statement of fact—I mean in a

practical sense. One could imagine what certainly doesn't seem at all

likely, a tremendous expansion when it might get beyond our capacity,

but if things continue in a reasonable way, the way we expect, that

is true.

Mr. Bradley gives me a note that G. M. A. C. borrows from the

banks. We do not, but General Motors Acceptance Corporation does.

I am sorry I omitted to point that out. We do not in the corporation,

"but tlie finance company. General Motors Acceptance Corporation,

does, and I should say about 25 percent of the funds we use in financ-

ing the consumer through the General Motors Acceptance Corporation

is their capital derived from a dollar investment basis ; the balance is

the borrowing. I am sorry I overlooked that.

Acting Chairman King. That means that three-fourths of the value

of the cars which you sell is paid through the company?
Mr. Sloan. It isn't exactly that. Of the cars the corporation sells,

they are all paid for in cash to the corporation. The automotive
industry is done on a 100-percent cash basis. In turn, the dealer who
sells tlie car, if he sells it to the consumer on time, finances it with
some finance company. He is not required to finance with General
Motors Acceptance Corporation even if he is a General Motors dealer.

He is a free agent to finance with whom he chooses.

Where cars are sold by General Motors dealers on an installment

plan, we have about 70 percent of that business, but that doesn't

represent 100 percent of the business because, as I said before, a con-

siderable quantity of the cars are sold for cash. And I might make
the observation that that has been particularly true in the last year or

so where the banks have been seeking opportunities to invest their

money and they have been going direct to the consumer and extending
credit. So that appears on our records as a cash transaction, although
the consumer, instead of financing through a regular finance company,
•organized for the purpose, gets his money from the bank. Do I make
it plain ?

124491—40—pt. 9 12
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Mr. Nehemkis. Mr. Sloan, may I sum up briefly one point from your

testimony this morning? Would it be a fair statement to say that the

General Motors Corporation today is virtually a self-contained unit in

the sense that it has little or no need at this time to go to the public

markets for its financing?

Mr. Sloan. That is absolutely correct.

Mr. Nehemkis. I have no further questions of this witness.

CAPACITY AND RELATION OF OUTPUT TO CAPITAL REQUIREMENTS GENERAL
MOTORS CORPORATION

Acting Chairman King. Are there any further questions?

Mr. Henderson. Mr. Sloan, this morning I believe you testified

that for about 18 years that self-sufRciency had been maintained.

Mr. Sloan. That is substantially correct. You are speaking from
the standpoint of the outside financing?

Mr. Henderson. Yes.

Mr. Sloan. That is correct.

Mr. Henderson. And in that period I believe you testified also

that you had been increasing your assets?

Mr. Sloan. Substantially so; yes, sir.

Mr. Henderson. And then, as I recall, your plant-account valua-

tion now is lower than it was in 1929 ?

Mr. Sloan. I don't know just the reference to 1929. That might
be so because of the effect of depreciation; if you take the net, that

might be so.

Mr. Henderson. You haven't spent all your depreciation, in other

words. You have testified on that this morning, I believe. You said

that the time was coming in real depreciation where you must use it

for expansion.
Mr. Sloan. What I meant by that was this: Supposing we start

out with new machinery where the first year or two we receive cash

from sales to use for the depreciation but since our machinery is new,
we don't need to spend money on it, so we can use the money for

something else. The point I make is that the time must come finally

when we have to reinvest the cash in new machinery to maintain our
efficiency.

Mr. Henderson. You have a certain elasticity about that ?

Mr. Sloan. Up to a few years, until you sort of get an average

term of life.

Mr. Henderson. And you do attempt each year, when you are lay-

ing out your prospective program of sales, to estimate what the vol-

ume of sales will be related to national income, as I understand ?

Mr. Sloan. No; we don't exactly do that. The relation of sales

to national income sort of follows after the fact. The way we do
that is that we try as best we can to judge the general business trend,

and then we lay down, establish, what we call a corporation index,

which is the expectancy for the model year, which may begin this

year, say, October 15.

Then our production schedules, our initial production schedules for

the first month or so are related to that index. As we begin to get

the trend of consumers' sales that are reflected to us by our reports

from our dealers, we then have a basis of fact upon which to alter

our estimate.
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Mr. Henderson, Do you have a chance in that period to do any

more tooling up ?

Mr. Sloan. No; we can't.

Mr. Henderson. That is what I am getting at. You spoke this

morning of your contribution to the capital-goods industry in the

way of machinery, and you spoke of how you are making a very

substantial contribution every year or two. But at the beginning of

any period you have to make a businessman's guess as to what
degree of tooling up you will do in order to carry your estimate of

what the year's production would be.

Mr. Sloan. That is correct. As a matter of fact today, say the

first of June, substantially all our program for 1940 is pretty well

crystallized and we have got to take a position. But when you say

tooling, we must distinguish tooling which is the item I have referred

specifically to this morning as applicable to a current model from
tools on which the tooling operates. You understand the distinction?

Mr. Henderson. Yes; surely.

Mr. Sloan. Now, of course, therefore if you have a capacity, say a

fundamental capacity, for domestic production, say, of 2i/4 million

cars, that is represented by buildings, machinery, and what not, but
when it comes to the special tools to which I referred this morning,
there is a great deal of flexibility in it. For instance, you have spent

a lot of money for buying a die and the capacity of that die in terms

of volume has a great deal of flexibility so that we are not so much
concerned with the specific tooling cost with respect to any year's

business, because there is so much flexibility.

Mr. Henderson. What would you say now in terms of what your
i\igh productions have been. As I recall, 1936 and 1937 were the only

years in which you passed the 2 million mark on passenger cars and
trucks.

Mr. Sloan. That is right, that is, if you include production of

foreign manufacturing subsidiaries we hardly made the 2 million

mark if we are considering domestic production.

Mr. Henderson. I know, but you have a way of computing the

parts you sell abroad in terms of what your actual production is.

Mr. Sloan. Exactly, but we consider anything that we sell from
an export standpoint as part of our production scheme, but you
understand that we have a capacity abroad of about 10 percent

of our total capacity, or substantially two hundred fifty, maybe
three hundred thousand cars that has nothing to do with production
in the United States. It is an entirely different type of car.

Mr. Henderson. Yes; well what would you say as to the current
automobile production year as to your capacity to produce? Is it as

large as it was in terms of 1936 and 1937 ?

Mr. Sloan. Yes; I should say it was. I should say it was. In
other words, let me be sure I understand your question.

Mr. Henderson. Maybe I could go a bit further. If there was a
very sustained and increased demand for cars for the balance of

this 3'ear, which would run at the rate at which you ran in '36 and '37,

could you meet that without much more investment in plant capacity

or in tools?

Mr. Sloan. Yes; we could because, as a matter of fact, the time
element would prevent further heavy investment because, as you see

at the moment—here it is the 1st of June—our problem, as you know.
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of course, is to liquidate everything that we have preparatory to the
new model which will go into production in about 60 days, so that in

answer to your question I think I should say that we couldn't

change our capacity very much now or our output because we are

too close to the time we are going to change over our models—you get

the idea I am sure. But normally, if you asked that question in

January, say, then I would say that we could increase our production
quite substantially if the trend changed.

Mr. Henderson. Now, you had about 1,800,000 or 1,900,000 cars in

]929 and over 2 million in 1936, and in 1937. In 1937 the national

income was around 70 billion as against 1929, when it was 80 billion.

In other words, you had a larger volume in 1937 with a lower na-

tional income than you had in 1929 with a higher income, which tends

to support what you said this morning, that you are directly corre-

lated with national income.

Mr. Sloan. I think we are.

Mr. Henderson. I think the statement that was made about the

automobile industry reaching the stage of stabilization was not in

terms of the actual output of cars, but was in terms of the plant

investment and capital expenditures necessary to produce what was
in the range of expectancy of any larger area, getting out of the range
of the abnormalities.

Mr. Sloan. I think that is a perfectly correct statement of fact.

Mr. Henderson. In other words, w^e could have considerable expan-
sion of automobile production without your plants having to be ex-

panded very, very largely and your tooling expanded.
Mr. Sloan. May I make a remark there?

Mr. Henderson. Certainly.

Mr. Sloan. I am inclined to think that it would be logical to assume
that our productivity would increase not only with the national

income but faster than the national income, because if we increased

the national income—and nobody knows better than you do that we
are increasing the spread between the necessities of life and the

income, of course more goes to the luxuries. That is in my judgment
our big problem.
Mr. Henderson. And that is the time also wdien people choose

to buy new cars and to drop the old models they have been continuing

to use?
Mr. Sloan. That is right. The relationship can be established

between the annual income and the consumption of motorcars—per-

haps I should say the sales of motorcars—by the consumer; and it

indicates that in times of declining in the business, when we are
going down in the business cycle, we drop below the national income
because of the fact that people are conservative and they run their

cars longer. They reduce the total car mile inventory they have in

their present cars. Conversely, when the economy begins to go up
and we are increasing production, then we run ahead of the national

income, because people who have not bought and whose demand for

cars has been retarded; then go into the marget and buy. That
has been evident for over 20 years. You probably know more about
it than I do.

Mr. Henderson. Well, suppose there was a recapture of the 1929

national income. Have you given consideration as to how large

an expansion in plant over and above what you have now would
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be necessary to carry what your estimates would be of your demand
in that year?
Mr. Sloan. No; we never have. No; we never have. We have

never had occasion to. As I remarked before, there is a very great

deal of flexibility in our productive capacity as influenced by the

number of hours a day that we run. By that I mean that we don't

figure our capacity on the basis of 365 days or anything like that.

We have certain amounts of time out for change in models. And
then another thing, due to the large—due to the important value of

a motorcar and due to the fact that the consumer demands four times

as many cars some months as he does the others, the seasonal trend,

which is very difficult to contend with, but at the same time you
have to meet that situation—there is a verj^ great deal of flexibility.

Business is increasing and we can put in the low months more cars

into the hands of the dealers; there is a tremendous flexibility there.

]Mr. Henderson. Would you say that the prospects of meeting an
$80,000,000,000 a year, for example, would indicate you might have to

alter your 18-year record of not going to the capital "markets for

financing, or would you be able to handle the expansion that would
come from internal funds?

Mr. Sloan. I am quite certain that we can handle anything that

you have in mind. I think, in answer to your question, from the

internal funds without going into the money market, if that answers
your question.

Mr. Henderson. That is the question.

Mr. Sloan. The answer is yes.

Mr. Henderson. And you would have in that case some expansion
in the amount of business you would give to the capital-goods in-

dustries in the way of tooling up, but there would be

Mr. Sloan. There wouldn't be very much in addition to what we
have to tool up anyway, because of the great flexibility in the par-

ticular form of tooling that you are talking about. I mentioned the

die question; that is the type of thing. There is so much flexibility

in that that I think that we could reach that point without any
great difficulty. As a matter of fact our contribution to the capital

goods industry—and I realize the tremendous importance of that

—

is from the standpoint of these special tools ; it varies more from the

standpoint of the type of engineering program that we have, what
parts we change, than it does from the volume of any particular

period—did you get that point? What I was saying was that the

amount of tooling that we do for a specific model is more importantly
affected by the changes incidental in that particular model over
against the other, than it is the volume of cars contemplated tlirough

the use of those tools in the following year. Do you get that point?

]Mr. Henderson. Yes; that would mean, as I gather, that the capi-

tal-goods, the durable-goods industries, if the}^ are to be utilized at

anything like their normal capacity, have to look either to new devel-

opments such as your refrigerator and Diesel-engine business or have
to look to the outside?

INIr. Sloan. I think that is true, except for this point—that we in

General Motors are very strong believers in capitalizing to the full-

est possible extent we can the technological progress, and we have
a program that is always going on whereby our different plants
not only have the authority but are responsible for discarding equip-
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ment where they can buy new equipment and make a return that

justifies it, so that this process with us is going on constantly.

Mr. Henderson. The practice you spoke about this morning of

recapturing within 2 years through your sales the value of new
equipment means enormous contributions to the capital-goods

business ?

Mr. Sloan. That is right. That means—as I remarked this morn-
ing, our engineering programs from year to year—and I again

repeat to make it clear, don't vary so much from the volume ex-

pectancy as from the character of the program. They vary from
25 to 40 million dollars a year and that is a correct contribution to

the capital goods industry, even if we take it out of the economy
through cost of sales within a year or two.

Now" in addition to that this frequently happens. When we change
a model we not only require tooling but we frequently have to go into

the capital-goods market for machinery to support the tools, due to

the fact that the design is different. Do you get my point?

Mr. Henderson. Yes. I have concluded my questions on this part

of the testimony. I think you introduced this morning in j^our dis-

cussion your price policy on reduction as it was distinguished from
the general policy of industry. That is, of course, a necessary part to

this expansion that you have talked about, but the discussion of
industrial price policy does not come within the frame of reference

of this presentation before the committee as it has been planned. We
are here concerned with the employment of savings and investment
and at some other time
Mr. Sloan (interposing). I mentioned that incidentally because

I want to say that I don't think there is anything more important
in promoting progress and in stimulating economy than capitalizing

technological progress, because it is the only way we can afford to

pay higher wages and at the same time get lower prices. We have
to have both those things.

Mr. Henderson. I don't think you and I are going to have much
of an argument on that.

Mr. Sloan. I am glad of that.

Dr. LuBiN. Mr. Sloan, I was very much interested in your discus-

sion this morning of depreciation and the function that depreciation
plays. In fact, I think you specifically stated that the time comes
when you must replace your equipment to keep it as efficient. In
other words, you don't necessarily invest your money in the next
day or next year, but there is a time when you must replace that'

equipment. Now in your industry very remarkable technological
changes have occurred in the last 10 years; new steels, new cutting
steels, for example ; the development of new techniques.
Mr. Sloan. Tremendous.
Dr. LuBiN. Now, in order to replace a given type of machinery

and, of course, one can't generalize, but in order to replace certain

equipment today as compared to say 15 years ago with the investment
let us say of $1,000, would the machine you replace today produce
more and better product than the one you would have gotten for

$1,000?
Mr. Sloan. Unquestionably. It is astounding the progress that has

been made.
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Dr. LuBiN. And would it be fair to conclude, then, that in order

to get the same output per machine today you would have to invest

less than you would have invested let us say 5 or 10 years ago per
unit?
Mr. Sloan. I think in some cases that would be true to some ex-

tent
;
yes. I think that would be true. Of course, in our case—in our

industry the type of machinery changes so rapidly with the design

of the car that it is awfully hard to answer that question, but I would
say that there has been tremendous progress in increasing the output.

I would say, however, that we are talking in very general terms, of

course. But my judgment would be that in a majority of cases

the machine would probably cost more, but you would get much more
output from the standpoint of a certain amount of output. I dont
know as a total you would find you had less number of machines, each

one costing more, but with the increased output possible, I think it

would not necessarily involve any increased capital expenditure irk

terms of capacity, but I am dealing in awfully general terms.

Dr. LuBiN. What I am trying to get your opinion on is whether
or not taking in an industry that moves as rapidly as yours does in

the terms of the type of equipment that you use, whether we can
look for a situation where less and less of your depreciation account

will have to be invested to maintain the capacity that you discussed

this morning.
Mr. Sloan. No; I don't think so. I think, as I tried to explain

awhile ago—I think up to a certain point we can do that,, but
when we get to a certain point we have got to reimburse to maintain
the efficiency of our equipment.

I know that you must know that it can be fairly stated that the

metal working production equipment of the United States is ob-

solete. I think you know that, and you know, probably, of that

study that was made back in 1935, I think—maybe '36, although I

think it was '35, when a careful survey was made and it was shown
that something like 70 percent of the metal working equipment of
that time was 10 years old. Just see what a wonderful thing it

would be if we could stimulate the replacement of the new for the

old. We get lower costs, we get a better-quality output, and we free

employment to the capital goods industry, that you know should
absorb half of the unemployment.

Dr. LuBiN. The special thing I am interested in knowing is

whether or not if you did replace that 70 percent of equipment, it

would cost as much to replace as has been written off over a period
of years.

Mr. Sloan. I think it could cost a little more but not a great deal

of difference, dealing, as I said before, in very general terms.

Dr. LuBiN. One more question. I don't know whether you can
answer it for the industry as a whole.

Mr. Sloan. I will try to.

Dr. LuBiN. In your opinion, do you feel that the capacity of the
industry with its present investment is such as to meet any I'easonable

expectation of demand for automobiles?
Acting Chairman King. You mean his plant alone?
Dr. LuBiN. The industry as a whole.

Mr. Sloan. I would say the answer is "Yes," but of course, as

you appreciate, it doesn't work out that way because we have the
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most intense competition. For instance, we have increased our posi-

tion in the period I am surveying, of 18 years, from 15 percent of the

domestic consumption to 45 percent, and of course in the distribution

of the business, if somebody is smart enough to get a lot more, he
might not have enough capacity. If you ask on the industry as a

whole, I would say the answer is definitely "Yes."

Dr. LuBiN. With the exception of changes you normally have to

make in the model, the present investment in the industry is suffi-

cient to take care of any reasonable demand.
Mr. Sloan. I think it is.

Acting Chairman King. By reason of your strong development,
there has been considerable mortality along the pathway of auto-

mobile consumption, has there not?
Mr. Sloan. It is perfectly astounding to look over the record of,

you might say, the dead ones up to 1925.

Acting Chairman King. So there has been a great loss of capital

in the automobile industry.

Mr. Sloan. Those eliminations were principally in the very early

stages of the industry, and they have not been so prevalent in the

last 20 years. Further than that, the amount of capital lost wasn't

as much as one would think when one considers the situation in terms
of the present, for this reason. In the earlier days, when those

casualties took place, the different companies were very poorly in-

tegrated. What I mean is that at that time many of the manufac-
turers were purely assemblers. They had practically no machinery
at all. They bought their parts and put them together, so at the end
of a model run they had practically nothing left except an empty
assembly plant, so the casualty from the standpoint of capital loss

was not important, although the number involved was very big.

Acting Chairman King. Yes; going over the list of automobile
companies of the past 15 or 20 years

Mr. Sloan (interposing). But the capital involved has not been
large. In our case we make practically everything ourselves, but
that wasn't true in those cases.

Acting Chairman King. There is more capital invested in the
automobile industry today than there was 5 or 10 or 20 years ago, is

there not?
Mr. Sloan. I would say unquestionably so.

Acting Chairman King. And the output is much greater than it

was then.

Mr. Sloan. No; the capacity is bigger, and the output in 1937 in

this country was big.

Mr. Henderson. I wanted to get at this point again to assist Dr.
King-

Acting Chairman King. Don't call me doctor; you are the doctor.

Mr. Henderson. This constant investment in plant that you make
every year by reason of the tremendous increase in technology, and
so forth, in effect substitutes for the investment of capital that was
going on in the early years, doesn't it ?

Mr. Sloan. Yes; I think it would be an offset.

Mr. Henderson. There was quite a loss of initial dollar volume,
but the great investment in the automobile industry has been con-
stant every year in this tooling that took place.
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Mr. Sloan. When you say that, you mean the contribution to the

capital goods industries, because you realize that is not a fixed invest-

ment, in a way. We call it in our parlance deferred expense. It

comes back inside of two years, because it is put into the cost of the

sale. You see, the distinction is this : In developing the cost of goods
where you have machinery and buildings, you take into the cost, as

you know, depreciation, which perhaps is 10 percent, or whatever it

may be. In the case of this specific tooling for the model, we take

100 percent in within the first, or certainly less than 2 years. Do
I make myself clear?

Mr. Henderson. Yes; the point I was making, there was quite a

loss of dollars to investors in these companies Senator King spoke of,

in terms of the capital investment of companies that have not
survived, that is very, very great annually.

Mr. Sloan. That is true.

Acting Chairman King. I was about to ask you in view of the fact

that there was mortality and loss of capital, there has been a very

large investment in the automobile industry as a result of the mor-
tality and the development of the industry, so that there is more
invested in the automobile industry today, perhaps, than at any
period in the history of our country.

Mr. Sloan. I don't think there is any question about that.

Acting Chairman King. Do you see the field sufficiently broad and
inviting to invite additional capital in the automobile industry, either

through expansion or through development of some segment of the

industry ?

Mr. Sloan. No ; as I have already stated, I don't think that we can
look for any additional investment in the automotive industry from
the standpoint of general expansion, as we speak of it, more capacity

to make more cars, because we have a slack which I have already

pointed out, which would take care of a considerable expansion over

and above what we now have. I think we can look forward to im-
portant contributions from year to year in the way of new machinery
and contributions to the capital goods industries, because as far as

I can see now, I see no end to our advancing technology which has
characterized our operations in the last 15 or 20 years.

As long as we are aggressive and intelligent and that sort of

thing, I think that we can continue that. In other w^ords, I don't

see the end of that type of thing in sight. Now that manifests

itself either in a better car for the same money or less car for less

money. It depends on what the policy may be.

Acting Chairman King. You are developing, are you not, what
might be denominated auxiliaries to your important manufacturing
line?

Mr. Sloan. We are doing that all the time. For instance, I might
mention one item that comes to my mind. As you know in the last

3 or 4 years the radio has become quite an important feature in the

motorcar. Now we have a radio industry. We make our own radio

on wliich we employ quite a large number of people.

Acting Chairman King. So you don't confine your activities to

the manufacture of automobiles?
Mr. Sloan.^ No ; we are very thoroughly integrated. We make

practically all the parts of the cars ourselves. As a matter of fact,

in the automotive industry, as you would, of course, recognize if you
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stopped to think of it, the responsibility of a supplier is so great

because the volume is so great that you have to have a very close

relationship between the supplier and the manufacturer and the evo-

lution of that is that the supplier eventually becomes part of the

manufacturer.
Acting Chairman King. Isn't your depreciation very great as a

result of your changing your models so frequently, as I understand
you have to change your models every year?
Mr. Sloan, No ; the depreciation isn't affected by that. That comes

out in the amount that I have referred to this morning that we
have just been discussing here where we charge into the cost of the

product, this special tooling. That comes out through cost of sales iii

a year or two, but the depreciation continues from year to year prac-

tically on a normal basis because of the fact that the machinery and
the buildings, the obsolescence and the depreciation is pretty constant

irrespective of volume. So our depreciation in General Motors now is

running about $45,000,000 a year.

Acting Chairman King. I had in mind when I made that in-

quiry a statement I read a few years ago made by Mr. Ford that

one of the changes he had made cost him $50,000,000.

Mr. Sloan. I should think it would cost him easily $50,000,000.

When I say changing our lines, I don't mean to say that we are

l)uilding a line in the beginning because we may change it—w«
don't very often start it all over again ; it would be almost impossible
to do that—but even the changes that we make in General Motors
sometimes involve a cost for thos© changes, outside* of the engineer-

ing I mean the tooling alone, outside of the organization as high as

$40,000,000.

Acting Chairman King, How many employees have you in all

your plants?
Mr. Sloan. We have about 200—roughly speaking—w^e have about

200,000 wage earners and we have about 45,000 salaried employees.
That is substantially correct.

Acting Chairman King. Is that the largest number of employees?
Mr, Sloan. No, sir ; we have been up in terms of wages to 235,000.

I don't think our salaried employees vary very much from what it

now is, perhaps 5 percent, but our wage workers have been up con-
siderably beyond the 200,000 figure because our business today is con-
siderably off what it was, for instance, in the years 1936 and 1937.

Of coui*se that reflects itself in a reduced number of workers.
Acting Chairman King. Has any plan been devised to cushion

the unemployment?
Mr, Sloan. We have given a very great deal of consideration to

that. In the first place, we tried to bring out the new models that
I keep talking about at that time of the year which gives the best
continuity of employment. I don't think we yet are thoroughly
agreed to what is the best time of the year. We used to bring out
our new models the first of January. That was the official time.
Then it was moved to November 15. Then this year it was moved
to October 15. My own opinion is that from tlie standpoint you
are asking about, Senator, the best time to bring out the new models
is the first week of December. However, that is one thing we have
done. In addition to that we build an inventory of component parts
in the off season when the consumer demand is low in order to
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keep continuity of employment, and in addition to that we have a
plan whereby at the beginning- of the year we guarantee our work-
ers a weekly wage equivalent to 60 percent of their normal wage,
figured at their hourly rate at 40 hours per week, which is our stand-

ard. Now that means that if we get to the time of the year when busi-

ness slacks off, not necessarily due to a change of the business trend,
but from the standpoint of the time approaching when we must liqui-

date everything and come into this new model, and when hours fall

down to less than 60 percent of normal, or less than 24 hours per week,
we make up the difference in the form of a loan, and that is returned
to us when, as, and if the corporation gives that worker employment
and not if the corporation is unable to do that—in other words, what
I am trying to say is that every one of our workers who has a 5-year
service with us can make his plans at the beginning of the year with
the surety that every week in that year he will receive 60 percent of his

normal wages, and he is under no obligation. If he should die, it is

canceled. If he should leave the corporation's services it is can-
celed and he only pays us back when he has work in excess of 24
hours per week to the extent of half the excess.^

For instance, if he gets up to 36 hours, then he gives us back 6 of
them. Do I make myself clear?

Acting Chairman King. Of course your corporation hasn't asked
for any capital but from your observation you would think there
is capital for investment—plenty of capital for investment in prom-
ising enterprises or for the expansion of existing enterprises?
Mr. Sloan. Well, I think that there is plenty—I think there

is probably plenty of capital available. I think we all would recog-
nize that, but I think that—well, let me explain—let me say this on
that point. I think it is very difficult to get entirely new enterprises
started because in the first place you have to have a certain amount
of capital and then you have to carry the enterprise through an
interval of time that my associate, Mr. Kettering, calls the "shirt-
losing time" and that means that you have heavy losses—you take for
instance my remark this morning on the Diesel engine development of
ours. We have great faith in that in the future. It is already furnish-
ing job opportunities and it has made a contribution, I think, as I re-
marked this morning, to the railroad situation, but we have macle
very little money so far on that because we are putting so much
money back in engineering and development, and all that sort of
thing, that it eats into our expense account so that we may be some
time. I mentioned also this morning the development of tetraethyl
lead as a very important contribution toward the petroleum industry,
and its effect in relation to the automobile industry. We lost millions
of dollars before we got that on its feet. Now, I think that is a
very big problem, although I didn't come down here to offer a receipt
or formula for recovery, because I think that the weakness of the
present situation today—I am only repeating what many have told
you—is the lack of confidence in the future profit-making possibility
of industry.

iMr. Sloan subsequently advised the Committee that the figures given by him in
mneetion all deal with the Income Security Plan which applies to workers withconnection all deal with the Income Security Plan which apl)lies fo workers with 5 ormore years' service. A similar plan, tbe Lay-Off Benefit Plan, but with less liberal benefits,

applies to workers having from 2 to 5 years' service.
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I don't think that—I am not speaking personally. I am speaking
purely in the interest of economy; that is everything to me. The
personal point is entirely inconsequential, but I do think that we have
to have more profit in industry. I think one of the reasons why
the automotive industry is so virile and strong is it can do these

things and analyze technological progress, and all that sort of thing,

and because it has had down through the years a reasonable profit

margin. I may be wrong about that but that is the way I feel about
that. I think we have to encourage industry to make money and
we have to encourage people to put money into industry and I think
we have to make it more flexible, so people can move what money
there is in one type of thing into another.

I think a lot can be done in that general direction that will stimu-
late these new things. I was looking over the record of our new
things because I thought some questions might be asked about them
and you will find that you frequently have to go through several

years. Take in the case of that tetraethyl lead, we not only lost

millions of dollars before we got it on a paying basis, but w^e put
millions of dollars into the research work before we ever got it at

all.

Acting Chairman King. The profit motive, then, stimulates invest-

ment?
Mr. Sloan. As long as we have the profit motive, we have to

respect it.

Acting Chairman King. That is all.

Dr. LuBiN. Mr. Chairman, may I question him? Mr. Sloan, could
you tell us what the present investment of General Motors is in
automotive plant ; that is, parts, bodies ?

^

Mr. Sloan. Segregating that from everything else—I don't know
whether I can pick that out.

Mr. Albert Bradley (vice president. General Motors, Detroit,
Mich.). Excluding such stuff as

Dr. LuBiN. Including parts.

Mr. Bradley. Excluding the financing, about 700 million net;

usually 70 percent of our total.

Dr. LuBiN. Plant and equipment only.

Mr. Bradley. We haven't that.

Mr. Sloan. We haven't that segregated ; I will see that you get it.

Dr. LuBiN. I would appreciate it awfully much if you could give us
the figure of your investment and plant for equipment.

Mr. Sloan. Applicable to motorcar industry and including the parts
that we make that go into the motorcar, per se ; is that right ? I will

see that you get that.

Dr. LuBiN. And could you give us those same figures for, let us say,

1927, 1928, 1929, and 1936, 1937, and 1938?
Mr. Sloan. I will be very glad to do so.

Mr. Bradley. 1927 to date?
Dr. LuBiN. Yes.
Mr. Bradley. Investment in physical motorcar facilities and not

working capital.

I

1 General Motors Corporation subsequently submitted these figures, under date of May
23 and June 14, 1939. Both letters api>ear in the appendix on p. 4139.

i
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Mr. Sloan. You wanted growth as well as depreciation stood up
against it ?

Dr. LuBiN. That will be all right.

Acting Chairman King. Mr. Sloan, we thank you very much for your
contribution to this study which is being made by the committee.

Call your next witness.

Mr. Nehemkis. Dr. Oscar Altman, please.

Acting Chairman King. Dr. Altman, do you solemnly swear the

testimony you are about to give in this proceeding shall be the truth,

the whole truth, and nothing but the truth, so help you God ?

Dr. Altman. I do.

Mr. Henderson, You will identify the witness, Mr. Nehemkis, and
will you explain the general nature of the testimony he is about to

give ?

Mr. Nehemkis. I shall, Mr. Commissioner. There has been evi-

dence, Mr. Chairman and gentlemen of the committee, to show that

corporations by accumulation of resources out of earnings make sav-

ings. We have heard that in the case of the Steel Corporation, in the

case of General Electric, and, this morning, in the case of the United
Aircraft Corporation and the General Motors. Dr. Altman will be

asked to give further evidence along these lines. I ask leave of the

committee to read Dr. Altman's qualifications into the record.

Dr. Altman has been head of the banks, trusts, and research section

of the assessor's office of Chicago, 111., and has been a member of the

department of economics of Ohio State University, and is the author

of numerous studies in the field of taxation. Dr. Altman, you are

presently connected with the Investment Banking Section of the

Securities and Exchange Commission?
Dr. Altman. I am.

TESTIMONY OF DE. OSCAR L. ALTMAN, INVESTMENT BANKING
SECTION, SECURITIES AND EXCHANGE COMMISSION, WASH-
INGTON, D. C.

Acting Chairman King. How long have you been connected with

theS. E. C?
Dr. Altman. Since September of last year.

Acting Chairman King. Prior to that what were you doing?

Dr. Altman. I was a member of the department of economics of

Ohio State University.

Mr. Nehemkis. The statements I read about your professional

background are correct, are they not?

Dr. Altman. They are correct.

Mr. Nehemkis. Have you discussed the testimony that you are

about to give with me and my associate, Mr. Kelley ?

Dr. Altman. I have.

Mr. Nehemkis. Notwithstanding that association and the discus-

sions you have had, does the evidence that you are about to present

to the committee embody your own considered findings and conclu-

sions ?

Dr. Altman. They do.

Mr. Nehemkis. Were the charts to which you will refer prepared
by you or under your direction ?

Dr. Altman. They were.
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Mr. Nehemkis. Are they based upon published statistical data
which you believe to be authentic and reliable ?

Dr. Altman. Yes; they are.

Mr. Nehemkis. Are you prepared to testify with respect to cor-

porate savings, devices by which such savings are made, and their

effects on the investment and securities market?
Dr. Altman. Yes.
Mr. Nehemkis. Will you proceed. Dr. Altman, calling as you go

for the charts and tables you wish to illustrate and support your
remarks ?

significance of internal financing

Dr. Altman. I have been asked to present material this afternoon

on the overall aspects of business and internal financing. My pres-

entation is designed to supplement and generalize the material on
corporate financing, both external and internal, that has been pre-

sented to the committee during the past day and a half. Business

internal financing is important because a study of the problem will

indicates two things: First, how much money is available to cor-

porations and business enterprises generally from internal sources;

and secondly, to what extent these business enterprises need to tap

the new savings of the nation in order to make their necessary

expenditures and carry on their necessary activities.

I have neither the time nor the qualifications to discuss business

financing in all its aspects nor in all its details. With the com-
mittee's permission, I should like to delimit the questions and to

consider only the financing of business expenditures for fixed assets,

in other words, the financing of expenditures for plant and
equipment.
Acting Chairman King. For plant development and expansion

too?
Dr. Altman. For plant development and expansion, and for plant

itself and for equipment.
I thus propose to deal with long term investible funds. I shall

leave aside that part of the question which concerns the financing of
current assets. This omission is the less serious because current

assets are usually financed by current liabilities (that is to say, by
bank credit, loans, accounts payable, advances, and the like), while,

on the other hand, fixed assets are financed by stocks, bonds, and
funds raised from internal sources.

The financing of investment in fixed assets—plant and equipment,
that is—and the importance of internal financing may be discussed

under two headings : the first, how much do business enterprises spend
each year and how much do they spend on the average on plant and
equipment; and the second, how do they obtain the funds to pay for

these investments. Internal financing is important in financing these

investments because, to the extent that enterprises so finance, they
do not need to draw upon the new savings of individual and institu-

tional investors, and they need not have recourse to the capital mar-
kets of the country.

Before going further in this discussion, I should like to recall to

the attention of the committee the precise meanings of the terms
used in discussing the financing of fixed assets.

A business receives most of its funds for long-term investments
from three principal sources. First, external sources. A business
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enterprise may sell stocks or bonds to investors. These investors may
be individuals, or tliey may be institutions charged with the savings

of individuals, such as insurance companies, savings banks, and the

like, or they may be commercial banks. Second, internal sources. A
business may retain part of its profits. These savings, together with
depreciation and depletion allowances available from current opera-

tions, are available for investment. Third, sale or conversion of

assets. A business may collect its accounts receivable, reduce its in-

ventories, and draw down its cash balances, and use the funds ob-

tained in this way for the purchase of plant and equipment. Thus
the three principal sources of funds for financing fixed asset expendi-

tures are external sources, internal sources, and conversion of assets.

The testimony heard during the preceding two days on four large

corporations in as many important industries has indicated, I think,

that internal sources are by far the most important source of funds
for financing investments in plant and equipment. The same con-

clusion can be drawn from a study of all business enterprises, though
not to the same degree.

CAPITAL EXPENDITURE AND REPLACEMENT

Dr. Altman. During the period 1923 through 1929, the estimated

expenditures for plant construction, machinery, and equipment, by
all incorporated and unincorporated business enterprises, including

agriculture, averaged $8,500,000,000 a year. In this connection, I am
using a series of expenditures compiled by George A. Terborgh of the

Board of Governors of the Federal Reserve System and introduced

into the record by Dr. Laughlin Currie in his testimony.^ These ex-

penditures reached a high point of $10,045,000,000 in 1929. On the

average, approximately 44 percent of these totals went for construc-

tion of plant and 56 percent went for investments in machinery,

equipment, and other capital goods.

In this connection, I offer for the record a table having the title,

'Terborgh's Estimates of Business Gross Capital Formation, Ex-
cluding Inventories—1921-1938," and showing the distribution of

this total by the percentage going for construction and the percentage

going for durable goods.

Mr. Nehemkis. Mr. Chairman, I offer into evidence the table just

identified by the witness.

Acting Chairman Reece. It may be admitted.

(The table referred to was marked "Exhibit No. 575" and is in-

cluded in the appendix on p. 4036.)

Mr. Nehemkis. Will you ask the reporter to mark that "Exhibit 1,"

please ?

Dr. Altman. The major part of these expenditures was not made
for additional plant. On the contrary, the major part went to

replace plant and equipment which was worn out or discarded.

It has been estimated that during the period 1923-29 more than

65 percent of all the plant that was built and all the machinery and
equipment that was produced went to make good the wear and tear

on the existing business plant.

In this connection, I should like to offer for the record a table

having the title "Business Gross Capital Formation, Capital Con-

1 See "Exhibit No. 547," supra, p. 3524.
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sumption, and Net Capital Formation" again excluding inventories^

for the period 1919 to 1937.

Mr. Henderson. Will you repeat that 65 percent figure again, Mr.
Altman, I didn't get it?

Dr. Altivian. That 65 percent of all the construction of plants

and all the construction of machinery and equipment went for re-

placement purposes during this period 1923 to 1929.

Mr. Henderson. In order, in other words, to keep the stock of

plant and equipment intact.

Dr. Altman. Yes.

Mr. Henderson. Eather than for adding to the stock.

Dr. Altman. Exactly.
Acting Chairman Reece. But at the same time, was the plant

ca]3acity increased by reason of those replacements to which you.

refer ?

Dr. Altman. With your permission, I should like to postpone

my answer to that question, because I discuss it a little bit later in my
testimony.

Mr. Nehemkis. Mr, Chairman, I offer into evidence the table just-

identified by the witness.

Acting Chairman Reece. It may be received.

(The table referred to was marked "Exhibit No. 576" and is in-

cluded in the appendix on p. 4036.)

Dr. Altman. This is not to imply that each new machine was
exactly the same as the machine which it replaced, nor that each
new building was a duplicate of the old. Each new machine and
each new building was the best that could be purchased. In this

sense, in terms of the dollar values of the physical plant and equip-

ment, we may say that during the years 1932-29, 65 percent of the
amount of money spent for plant construction, machinery, and
equipment was used, broadly speaking, for replacement purposes.
Only 35 percent of those expenditures resulted in any addition to

our productive plant.

Between 1929 and 1933 the value of new plant construction and
the value of machinery and equipment produced fell by more than
75 percent, or from 10.0 billion in 1929 to 2.3 billion in 1933. From
1931 through 1934 our volume of plant construction and of ma-
chinery and equipment production was insufficient to replace the
plant and equipment that wore out. In each of the years 1932 and
1933 the amount of plant and equipment produced was approxi-
mately 2 billion less in value than the amount worn out. By 1937,
however, the value of new construction and plant equipment had
increased to 7.5 billion, of which two-thirds went for replacement^
while one-third represented an addition to our plant.

The high ratio of business investment that represents replace-

ment rather than addition to plant has two important consequences.
First, to the extent that business enterprises set aside depreciation

and depletion funds, they need not seek money from the capital mar-
kets to pay for their new plant and equipment. In an economy such as

ours, where approximately 65 percent of the business capital goods pro-
duced goes for replacement purposes, it is not surprising that earned
depreciation and depletion allowances are the largest and steadiest

source of funds available to business. Every businessman includes.
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amoii|2: his expenses an item to cover the value of his plant and equip-

ment used up during the year. In the case of plant, machinery, and
equipment this charge is called depreciation; in the case of natural

resources that are used up, such as coal and oil, the charge is called

depletion. In any case, no corporation is said to earn a profit^

whether for income-tax or general accounting purposes, unless it not

onW makes enough to meet all its expenses, but in addition is able

to set aside a fund large enough to cover the wear and tear on its

investment. These funds so set aside are available for reinvestment.

If the particular business enterprise holds its place in the industry,

it reinvests these funds itself. If the business is liquidating, it does

not reinvest these funds. Instead, it may retire its outstanding se-

curities; or it may turn these funds over to some other enterprise

that is expanding, by means of the purchase of securities ; or it may
return funds to its investors in the form of dividends.

Second, we all know that building construction and machinery
output fluctuate sharply from prosperity to depression, much more
sharply than do consumers' goods. vVe like to explain this by saying
that in some years we expand our plant and in other years we do
not. But it is necessary to note that in some years we don't even
replace the plant and equipment which wear out. It is important
to stress this point.

In some years we simply do not replace the plant that wears out.

Mr. Henderson. What were some of the years that we did not?

Dr. Altman. In 1932 and in 1983 we failed by $2,000,000,000 each
year to replace the plant and equipment that wore out, but there
were four years during the depression when we did not replace the
plant and equipment that wore out.

In this connection I should like to offer for the record a table

called "Estimated Business Expenditures for New Durable Goods
(Excluding Inventories) and Business Depreciation and Depletion
Allowances, 1920-1937." From this table we see that the years in

which we failed to replace the plant and equipment which wore out
were 1932, 1933. 1934, and 1935.

Mr. Nehemkis. Mr. Chairman, I desire to offer in evidence the

table just identified by the witness.

Acting Chairman Reece. It may be admitted.
(The table referred to was marked ''Exhibit Xo. 577" and is

included in the appendix on p. 4037.)

Dr. Altman. When a business enterprise sets aside a million dol-
lars as depreciation on its existing plant and equipment, and does uot
invest this million dollars in new plant and equipment, new plant
and equipment in general are not produced. The enter])rise is dis-
investing plant and machinery. If the business uses this money
to increase its bank account, to pay off its accounts payable, or to
retire existing bonds, there may be no immediate corresponding;
increase in the production of other goods. If the business enterprise
pays out the depreciation allowances in the form of dividends to its;

stockholders, the business is again disinvesting, but the immediate
results are different.

Paying out depreciation allowances in the form of dividends helps
to sustain consumer purchasing power. On the other hand, to the
extent that depreciation allowances are used in this manner^ the net

li;4491—40—pt. 9 1.3
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effect upon the economy as a whole during a depression is to stimu-
late the production of goods designed for the consumer, and to

induce a sharp decline in the production of plant and equipment.
In other words, the net effect of paying out depreciation allowances
is a small increase in the production of consumer's goods and a great
decrease in the production of plant and equipment.
Mr. Hendeeson. Wait a minute. That payment out, rather than

increasing the amount of consumers' goods beyond the previous
period, would just prevent it from falling lower?
Dr. Altman. Yes.
Mr. Henderson. Isn't that what happens on the down curve?
Dr. Altman. That is to say, consumer outlay does not fall as

sharply as it otherwise would because it is sustained by the paying
out of depreciation allowances to individuals who own parts of
corporations.

Mr. Henderson. They have to be paid out?
Dr. Altman. Yes ; they must be paid out.

Mr. Henderson. When they are paid out they are not called depre-
ciation allowances in accounting terms?

Dr. Altman. No; they would be paid as dividends or something
similar, or they might be called interest on bonds.
Mr. Henderson. You are speaking of the accounting source of such

dividends.
Dr. Altman. Yes; I am. .

depreciation and depletion allowances

Dr. Altman. Now, I should like to turn to the question : How large
are depreciation and depletion allowances ? The reports of the Bureau
of Internal Revenue on all nonfinancial corporations, compiled in the
Treasury Department's annual Statistics of Income, indicate that an-
nual depreciation and depletion allowances increased steadily from
21/2 billion dollars in 1920 to 4.1 billion dollars in 1930. In 1936,
the last year for which data have been released, they were $3,500,-

000,000. It has been estimated that depreciation and depletion allow-

ances were approximately $3,700,000,000 in 1937.

For the record I should like to submit at this point a table called

"Compiled Net Profits, Dividends, Depreciation, and Depletion of All
Nonfinancial Corporations, 1923-1927."
Mr. Nehemkis. INIr. Chairman, I offer into evidence the table just

identified by the witness. Perhaps the years should be repeated by
me at this time. The years mentioned in the caption of the table are
1923 through 1937. Is that correct. Dr. Altman?
Dr. Altman. That is right.

(The table referred to was marked "Exhibit No. 578" and is in-

cluded in the appendix on p. 4037.)
Acting Chairman Reece. If you haven't clone so, would you mind

stating what you mean by nonfinancial institutions.

Dr. Altman. Nonfinancial institutions would exclude such busi-

nesses as banks, insurance companies, savings and loan associations,

and the like.

The depreciation and depletion allowances for all business enter-

prises in the United States are naturally greater than those for cor-

porations alone. Data compiled by Dr. Fabricant for the National
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Bureau of Economic Research indicate that depreciation and deple-

tion allowances for all business enterprises, unincorporated as well

as incorporated, doubled from 1920 to 1929. They rose from 2i/2

billion in 1920 to 5.1 billion in 1929. Dr. Fabricant estimated that
depreciation and depletion allowances for all business enterprises

Avere 4.3 billion in 1935 and 4.6 billion in 1937.^

The latter figure of 4.6 billions is a preliminary figure and is intro-

duced into the record at tliis point by S]Decial permission of Dr.
Fabricant and of the National Bureau of Economic Research.
What accounts for the great increase of depreciation and depletion

allowances from 1920 to 1929 ?

INCREASE AND SIGNIFICANCE OF DEPRECIATION AND DEPLETION ALLOWANCES

Dr. Altman. The growth in the amount of capital invested in plant
and machinery, and thus subject to depreciation, accounts for part of

the increase. But the most important factor in this increase is a more
general realization than has ever before existed in this country of
the importance of depreciation and depletion as business expenses.

More than ever before, businessmen realize that unless a business
earns enough to set aside a sum sufficient to replace plant and ec^uip-

ment as it wears out, the business is operating at a loss. No small
elements in driving this home have been the spread of income tax
accounting standards, the growing importance of the profession of
accountancy, and the influence and requirements of our regulatory
commissions. In addition, businessmen are becoming increasingly

aware of the rapidity of technological change. They recognize that

as new and better machines are developed, as more efficient methods
of plant and lay-out of construction are devised, the economic life

of business plant and equipment becomes shorter, even though the
physical life of these objects may remain the same. Hence, there is

an increased awareness among businessmen of the importance of get-

ting their money back in a shorter time; that is, of increasing
depreciation allowances.

The prevailing business practice is to base depreciation allowances
upon original cost. The annual depreciation charges, for the most
partj are computed on a straight-line basis. That is to say, the de-

preciation charged in any year is the same, and is equal to the cost

of the machine or the plant, minus whatever the scrap or salvage
value may be at the end of its expected useful life, divided by the
length of that useful life.

As a result, depreciation allowances are much more stable than
industrial production (although depletion allowances, of course,

naturally fluctuate with production). Industrial production, as

measured by the index of the Federal Reserve Board, declinecl by
more than 36 percent between 1929 and 1933, whereas, during the
same period, depreciation declined by little more than 15 percent.
In further contrast to the relative steadiness of depreciation and

depletion allowances on an original cost basis, have been the changes
in the costs of plant construction, machinery, and equipment. The
cost of replacing plant and equipment fell sharply after 1929. It
was approximately 12 percent lower in 1935 than in the period

1 See "Exhibit No. 577," appendix, p. 4037.



3676 CONCENTRATION OF ECONOMIC TOWER

1921-29. Even the increase in the costs of phxnt and equipment
after 1935 left replacement costs below those of 1921-29.

Mr. Henderson. What do yon base that on?
Dr. Altman. I mean to submit for the record—well, perhaps 1

•can discuss it at this point. I base the fallino; costs upon indexes

of the prices of business capital ocf)ds as computed by the National
Bureau of Economic Research for capital equipment and as com-
puted by the American Appraisal Co. for construction costs, and
these indexes, together with other indexes covering other business

outlays for plant machinery and equipment of different types, have
been weighted and put together by Dr. Fabricant into what he calls

ji weighted index of durable goods and construction costs.

INIr. Henderson. That would mean then, Dr. Altman, that if a

company maintained its cash position through a disinvestment process,

or shall we say without paying out dividends in the decline of ^2%

to '33, and by conversion of its inventory into cash, as many did,

if it chose in 1933 to use its accumulated depreciation account to buy
equipment for replacement, it could do it on about a 12-percent-less-

cost basis.

Dr. Altman. Even better than that. It could do it at 20 percent

less than it could in 1929. The 12 percent refers to 1935.

Mr. Henderson. 1935 when the real movement for replacement
was re-instituted, that is the first year in that series when we actually

began to add to plant and equipment.
Dr. Altman. That is right, when we actually began to add to it.

We could replace it at a lower cost then than we could have built it

in 1929.

Mr. Henderson. Have you the figure of what the cost was in, sav,
'36 and '37 ?

Dr. Altman. The index I have here indicates that, taking 1929 as

100, the index in 1935 stood at 88. In other words, in 1935 the cost

of replacing plant and equipment was 12 percent below 1929. In
1936 it stood at 90. which is to say that the cost of replacement was
10 percent below what it had been in '29. There was a sharp rise

in prices in 1937, but even so the index did not quite go back to

100; it stood at 981/2 percent so that you have a II/2 l^ercent differ-

ential even in 1937, after a recovery of prices in capital goods and
construction costs. You have a differential of !]/> percent in 1937
as compared with '29.

Mr. Henderson. Do you have there what was the accunudated un-
spent depreciation account from '29 through '36 i

Dr. Altman. No, I do not; but I mean to discuss in just a moment
tlie relationship between the prices on w^hich depreciation is computed
and the costs of replacing equipment. May I put that off for the

moment ?

May I offer for the record the table from which I have just been
reading, which is called the 'Tndexes of Prices of Business Capital
Goods, 1920-1937"?

Mr. Henderson. You consider the National Bureau of Economic Re-
search the best economic agency of its kind in the country?

Dr. Altman. I would consider this work the best of its kind.
Mr. Nehemkis. Mr. Chairman, I offer in evidence the table just

referred to.

Acting Chairman Reece. It may be admitted.
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(The table referred to was marked "Exhibit No. 579" and is

included in the appendix on p. 4038.)

Dr. LuBiN. May I interrupt at this moment ? I don't know whether
you feel you are in a position to answer this question, but if you are
I should appreciate it. In looking at this table on the estimated
business expenditures/ I note in the year 1937 these expenditures for
new durable producers goods were less than in any year in the
twenties except 1922—'21 and *22. Despite that fact, however, the
price that was charged for this equipment was only 2 percent less

than in 1929 when you had your peak. Can one conclude from that
that the prices of producers' goods went up in 1937 almost to the
level of 1929 although in terms of the volume of investment and
demand of those goods there was a considerable decrease as compared
to the preceding high period?

Dr. Altman. Yes; I think one can say that.

Mr. Nehemkis. Will you proceed, Mr. Altman?
Dr. Altman. Since original costs are higher than replacement

•costs, the depreciation charges exceed the sum needed to replace the
particular items of plant and equipment which are being depreciated.
This is in reference to the discussion we have just terminated.
May I offer for the record here a table called the Index of Prices

of Business Capital Goods for Replacements and for Depreciation
Charges, for the period of 1930 to 1937?
Mr. Nehemkis. Mr. Chairman, I think a correction should be made

in the years mentioned by the witness. They should read 1920 through
1937. I request the table identified by the witness be admitted to

the record.

Acting Chairman Reece. It may be admitted.
(The table referred to was marked "Exhibit No. 580" and is in-

cluded in the appendix on p. 4038.)

Mr. Nehemkis. Will you proceed. Dr. Altman?
Dr. Altman. This general discussion I have concluded was de-

signed to deal with the general question of the relationship between
the })rices on which goods are being de])reciated and the prices at
Avhich the goods are being replaced. Now to the extent that the
prices which are serving as the basis for depreciation are higher than
the prices of the goods when they are being replaced, to that extent
the business is more and more able to replace its equipment and have
something left over. Consequently
Mr. Henderson. It happens, though, that when they buy, accord-

ing to the recent experience, the price is almost as high.
Dr. Altman. Only in 1937, and even then there was a slight saving

in the replacement of equipment.
Mr. Henderson. But there wasn't a substantial volume bought at

the lower prices?

Dr. Altman. Only in 1935 and in 1936. During the depression
the effect of the price saving was lower than one might have expected,
because the volume of capital goods bought during those years was
quite low.

Dr. LuRiN. May I ask a question about this last table that you
presented; in the index of prices of business capital goods I notice
in one of your columns you have the heading "Prices Underlying

1 See "Exhibit No. 577,' appendix, p. 4037.
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Business Depreciation Charges," and tlien you have in the next

cohnnn "Keplacement Costs," and you have a ratio between the

two. Have you any data which averages these figures? In other

words, property that was purchased in 1921, when the index was 39,

was being depreciated during the whole decade. On the other hand,
property purchased in 1922, v/hen the index was 90, was being depre-

ciated, and simihirly property purchased in 1929, when the index was
100, was being depreciated during the following decade. Now, have
you any data which averages these figures so that j^ou can get some
conception as to what the real relationship was between the costs of

equipment and the replacement costs?

Dr. Altman. May I explain, Dr. Lubin, the computation of the

first column of figures called "prices underlying depreciation

charges"? Those figures are averages. They are the averages to

which you refer, and they reflect the prices of the goods purchased in

any given year which were being depreciated in a subsequent year.

That is to say, when we see a figure of 100 in 19'29, that figure of 100
means that it is based upon the prices of all the goods which were
being depreciated in 1929, whether they had been bought in 1921 or

in 1925 or in 1927. So that what you have here is a weighted average
of all the property that was being depreciated as of any given year.

Dr. Lubin. Thank you.
Acting Chairman Reece. When the depreciation rate is decided

upon; the plant management makes an estimate of what the replace-

ment cost will be when the time for replacement comes about. How
can the management determine with accuracy what the replacement
cost is going to be ? It will be affected by economic conditions that
might obtain at that time. Now, sometimes prices—the replacement
cost will rise; then under other circumstances it will go down. It

happened during the period to which you referred that replacement
costs have declined.

Mr. Henderson. Maybe I could help the chairman with that. The
American Appraisal Co. is constantly making just such estimates of
the cost of replacement of equipment purchased in the previous
period for certain companies.

Dr. Altman. Mr. Henderson, may I address myself specifically to

one particular point that I think comes in here, in addition to the one
you made ? I am not quite sure, and if I am not right this discussion

is not to the point, but it seems to me that the question as raised seemed
to imply that depreciation charges were computed on replacement cost.

Now, it doesn't make any difference to the management what the re-

placement cost will be 5 years hence. When they buy a machine today
what they do is invest $100 in a machine ; they decide that the machine
will last 5 years and they then charge $20 each year as depreciation. It

doesn't make any difference whether that machine will sell for $80 five

years hence, or $100 five years hence ; nobody knows.
Mr. Nehemkis. Will you proceed. Dr. Altman, unless the Congress^

man has further questions ?

Acting Chairman Reece. You may proceed.

Dr. Altman. Consequently only part of the depreciation allowances
p.eed to be reinvested to maintain capacity.

This decrease in the amount of investment required—and 1 will deal
now with the information contained in the last table offered in evi-

dence—this decrease in the amount of investment required to main-
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tain productive capacity is being accentuated by research and teclmo-

logical progress. These factors are continually increasing the physical

productivity of a dollar's worth of investment. The available evidence

indicates that this increase in productivity has been accelerated since

1929. For example, there has been an increasing utilization of large

capacity equipment in the electrical, power, and other industries; a

growing importance of measuring, controlling, and recording devices:

and improvements of physical and chemical composition of metals and
other raw materials.

These factors combine to create the present situation : reinvestment

of part of the present depreciation allowances will maintain productive

capacity. Business can invest all of its depreciation allowances only

by expanding its productive capacity,

BUSINESS SAVINGS

Dr. Altman. The second most important internal source of funds
for building plant and bujdng equipment is business savings.

Mr. Nehemkis. May I interrupt, Dr, Altman, before you proceed,

unless you had intended immediately thereafter to do so ; what do you
mean by business savings ?

Dr. Altman. I mean to define that immediately. Business savings

are the amount of money left in the hands of a business enterprise

after paying all the expenses of production, including rent, interest,

wages, taxes, and so forth, and after payment of dividends to pre-

ferred and common stock holders. In the case of unincorporated
business enterprises savings are equal to the amount left in the busi-

ness after the payment of profits to the owners.
Acting Chairman Reece. Now, what is the difference between what

you denominate as business savings and the item in the balance sheet

called surplus and undivided profits?

Dr. Altman. The item surplus and undivided profits may or may
not be composed of savings which are retained as business savings.

Acting Chairman Reece. But would business savings be included
in those terms?

Dr. Altman. Yes; business savings would result in an increase in

some type of asset that the particular enterprise had and an increase,

on the other side, of undistributed profits and surplus.

Acting Chairman Reece. But in our accounting practice, would
they regularly be included in those terms?

Dr. Altman. The}^ would be carried to surplus at the end of the

fiscal year; yes.

Mr. Nehemkis. Dr. Altman, another way of putting it would be
to say, would it not, that business saving is a synonym for the terms
used by the chairman?

Dr. Altman. No; I don't think so. I would say that business
saving is one of the elements which at the end of the fiscal year
creates or goes into the surplus which the chairman has been dis-

cussing.

Acting Chairman Reece. Now, is that a term common to account-
ing practice?

Dr. Altman. I have used the term business savings here in a very
general sense to include two types of savings. When you deal with
corporations you call them undistributed profits, and they at the
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end of the fiscal year are carried to tlie surplus and undivided jjrofits

account. In the case of unincorporated business enterprises, the
terminolog:y is not quite so ^ood, so that I have simply used the
over-all term business saving-s to indicate the amount that is re-

tained in the business after the payment of expenses and after the

payment of dividends and so on.

Mr. Nehemkis. Will you identify that for the record ?

Dr. Altman. a table called "Business Savings For All Nonfinan-
cial Enterprises, Capital Gains and Capital Losses For All Non-
financial Corporations, and Adjusted Business Savino;s For All
Nonfinancial Enterprises, 1922-37."

Mr. Nehemkis. I offer in evidence the table just identified by the
witness.

Acting Chairman Reece. It may be admitted.
(The table i-eferred to was marked "Exhibit No. 581" and is

included in the appendix on p. 4039.)

Dr. Altman. During the period from 1923 to 1929 the average
yearly business savings of all enterprises, as com])uted by the De-
partment of Connnerce, was $2,200,000,000. In 1929 the business sav-

ings of all nonfinancial enterprises; that is, all businesses except banks,
insurance companies, finance companies, and the like, was $2,900,-

000,000, Business savings fell sharply after 1929, and reached a low
of minus $8,771,000,000 in 1932. They were negative in each of the

5 vears from 1930 through 1934, and amounted to minus
$25;200.000,000.

Mr. Nehemkis. What do j^ou mean by the term ''negative"? What
does that mean?

Dr. Altman. I mean to discuss the significance of this at a later

point. I would appreciate permission to postpone that.

Acting Chairman Reece. One of the members suggested that

"negative" meant less than nothing.
Dr. Altman. I would like to postpone to a later point the signifi-

cance of such negative business savings. At this point it seems pref-

erable to indicate that business savings have not returned to their

predepression level, although they amounted to $1,300,000,000 in 1930
and $840,000,000 in 1937.

Mr. Henderson. Dr. Altman, isn't that figure often confused with
the idea that these negative savings were actual cash out-payments by
corporations ?

Dr. Altman. They were no such thing, Mr. Henderson.
Mr. Henderson. Isn't it often confused?
Dr. Altman. Yes; I think I have seen misconceptions of that sort

around.
Mr. Henderson. These did not represent any additions to the

money flow that was available to consumers?
Dr. Altman. Well, to some extent they did, and to that extent

—

but I mean to discuss that a little bit later. I am sorry I am in the
position of saying that everything is going to be discussed later. If
I haven't done so, I will be glad to return to any of these questions.

In this connection I think it is worth while pointing out that Avhen

you say there were considerable business savings in some years, and
that there were negative business savings in other years, we should
not be misled into thinking that all corporations made money in

good years and all corporations lost money in bad years. In this
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connection I am offerino; for the record three tables ^ dealing with the

undistribnted })rofits, depreciation, and depletion of all nonfinancial

corporations, of those nonfinancial corporations which had a net in-

come and of those nonfinancial corporations which had no net income.
The summary data in these tables are presented in this particular

chart,- which deals with net profits, after taxes and after dividends,

l)his depreciation . and depletion allowances of nonfinancial corpo-
rations.

It is clear from the chart that even in the years of prosperity

—

what we commonly think of as prosperity now—from 1923 through
1929, there was a considerable number of corporations that had losses.

I do not mean to imply that the same corporations had a loss each
vear throughout the period. One year a corporation may have been
in the pi'ofit column; the next year it may have been in the other
column.

Mr. Henderson. That chart would show in the line above zero,

the profits of corporations that reported net incomes, and the red line

])elow the zero line would indicate the net losses of corporations
which had losses in those years.

Dr. Altman. Not only net losses, Mr. Henderson, but it would
include those corporations which for some reason or other may have
earned their depreciation and depletion allowances and paid these

out in the form of dividends.

Mr. Henderson. This chart, then, in the terminology of net profits,

is after dividend payments?
Dr. Altman. After dividend payments, after taxes, and plus de-

])reciation and depletion, or to use the terminology which runs
throughout my paper, the blue bars at the top indicate the amount
of business savings available for reinvestment by the corporations
that had a net income, whereas the red lines at the bottom indicate
the amount less than zero that corporations had after paying taxes
and dividends and taking into account depreciation and depletion.
Mr. Henderson. It is a measure of the difficulty they might have

had in making capital investments?
Dr. Altman. Well, I think in considerable part these corporations

were not contemplating making capital investments because they wero
paying out depreciation and depletion as earned, though in some part
the clejireciation and depletion may not have been earned.
Mr. Henderson. Would it be possible that a corporation, which had

a loss and therefore was represented in the red, might have had from
])revious periods depreciation allowances which would have been
available, in case it chose, for the buying of equipment?
Dr. Altman. Oh, yes.

]\Ir. Kelley. Will you identify these by title?

Dr. Altman. The three tables that underlie this particular graph
I call "Undistributed Profits, Depreciation, and Depletion of Non-
financial Corporations, for the years 1923-1937" ; then, "ITndistributed
Profits, Depreciation, and Depletion of Net Income Nonfinancial Cor-
porations, for the period 1923-1935"; and "Undistributed Profits, De-
jireciation, and Depletion of No Net Income Nonfinancial Corpora-
tions." In other words, all the nonfinancial corporations are sepa-

1 Entered later as "Exhibits Nos. 582, 58:>, and 584," see appendix, pp. 4(10!) and 4040.
- Entered later as "Exhibit No. 585," see infra, p. 3GS:5.
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rated into two groups; those that made an income and those that

didn't, and these three tables deal with all the corporations as a group,

with those that had an income, and with those that didn't have an

income.
Mr. Nehemkis. May I offer these? I desire to offer the tables just

identified bv the witness into evidence.

(The tables referred to were marked "Exhibits Nos. 582, 583, and
584," and are included in the appendix on pp. 4039 and 4040.)

Mr. Nehemkis. Mr. Commissioner, may I ask your indulgence for

one moment ? I want the witness to clear a point for the record.

Acting Chairman Reece. Those exhibits may be admitted.

Mr. Nehemkis. Dr. Altman, earlier in your discussion the acting

chairman asked if you would give a definition of nonfinancial corpo-

ration. The record shows that you have given a definition of finan-

cial corporations. Will you clarify that at this particular point?

What is your definition of nonfinancial corporations?

Dr. Altman. Nonfinancial corporations would be all corpora-

tions except or excluding banks, insurance companies, finance com-
panies, and the like. That is what would be commonly taken by that

term.
Dr. LuBiN. I am interested to clarify in my own mind just what

the lines above the zero base, and those below the line, mean.^ For
example, a corporation earns $100,000 after having paid taxes, all

other operating expenses, interest on bonds, and so forth. It pays
out in dividends $150,000. In other words, it takes $50,000 out of

the surplus account. Would it be above or below the line ?

Dr. Altman. It would be above the line and the negative amount,
if there was a negative amount, would be offset by the positive

amount from other corporations in the same group. May I clarify

this particular point? Suppose you had a corporation which had a

net income of $1,000, paid out $2,000 in dividends, earned $500 in

depreciation and depletion. The sum total of all those items is minus
500. Now that minus 500 would be added to any positive sum for any
net income corporation. So that minus $500 would be added into the

total which included a corporation, let us say, that made $10,000, paid
out $5,000, then had another $5,000 of depreciation and depletion.

There you have $10,000 positive. The five w^ould be subtracted from
the 10.000 to give 9,500 in the blue bar (above the line).

Dr. LuBiN. But the fact still remains that there are corporations

in the red bar (below the line). Does that mean every corporation,

are the sums in those bars made up of those instances wdiere the net

income of the corporation was minus zero after dividends and de-

preciation had been taken out?

Dr. Altman. It might have been plus zero after the depreciation

and depletion had been taken care of. I am very glad that cor-

rection has been made. In other words, the blue bar (above the line)

which I have discussed before as indicating the amount that was avail-

able for investment on the part of corporations that had a net income,
understates the amount to the extent that you had corporations with
a positive amount in the red bar (below the line). But it is difficult

for this type of statistical analysis to take the plus corporations out
of the red bar and put them up in the blue bar.

1 Referring to "Exhibit No. 585," see infra, p. 3683
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Exhibit No. 585
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Dr. LuBiN. That means then in effect that your red bars may be
misleading, at least to the extent that they include corporations that

make money, and because of the policy of paying out dividends

have got themselves into a position where they automatically would
fall into the red section of your bar (below the line).

Dr. Altman. If I understand your question correctly. Dr. Lubin^

I think I take the converse of that particular proposition. They
are in the red bar because they lost money. Now it may be that by
way of internal savings they have a plus amount for investment,

which means they should be up in the blue but instead they are

down in the red. That means that you may have corporations which
have been included in the red bar because they lost $1,000,000 let us

say, in any given year but which nevertheless may have had $1,000,000

available for investment, which should be included in the blue.

But I haven't been able in the light of the information available

to me to make the correction. I simply indicate it is an under-
statement of the amount available for investment.

Acting Chairman Reece. Since the colors will not show in the

record, it might be well to state the blue bars are above the zero

line and the red bars are below the zero line.

Dr. Altman. This particular chart we have been discussing has
been photographed and reproduced and is offered in the record. It

is called "Net Profits (After Cash Dividends and Taxes) Plus De-
preciation and Depletion of Nonfinancial Corporations, 1923 through
1937." The upper half of the chart deals with corporations reporting

net incomes, and the lower half of the chart deals with corporations

reporting no net incomes.

Mr. Nehemkis. Mr. Chairman, I offer into evidence the chart just

identified by the witness, together with the supporting table therefor.

Acting Chairman Reece. It may be admitted.

(Tlie chart referred to was marked "Exhibit No. 585" and appears
on p. 3683. The statistical data on which this chart is based are

included in the appendix on p. 4041.)

INTERNAL SOURCES OF BUSINESS FUNDS

Dr. Altman. The situation for the ])eriod 1923-29 may now be
summarized as follows: The average annual amount spent by busi-

ness enterprises for plant construction, machinery, and equipment
was 8.5 billion per annum; the average annual amount available to

the same business enterprises from internal sources was 6.4 billion

per annum. Thus the maximum amount which business enterprises
needed from the capital markets of tlie country—that is, from indi-

vidual and institutional savers—was only 2.1 billion per year.
The table on which these statements are based is offered for the

record and is called "Financing Investments in Business Plant and
Equipment, 1922-37," and the data in this table are incorporated in
the chart which you see and which has the title "Financing Invest-
ments in Business Plant and Equipment, 1922-37." In this particular
chart covering the period '22 to '37, the yellow bars (the bars to the
right of each set of bars) indicate the amount spent each year for
plant and equipment. The pink bars (upper segment of the bars
to the left) represent the amount available in each year to all busi-
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Exhibit No. 586
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iiess enterprises, excluding financial enterprises, from business savings

plus depreciation and depletion allowances.

The difference between the height of the pink bar and the yellow

bars, which is the bar at the right, represents the amount that was
needed from other sources for financing these particular investments

in plant and equipment,
A reproduction of this particular chart has been made and is

offered for the record. It has the same title as the large one.

Mr. Nehemkis. Mr. Chairman, I desire to offer into evidence the

chart entitled "Financing Investments in Business Plant and Equip-
ment, 1922-37," and the supporting table therefor.

Acting Chairman Reece. They may be admitted.

(The chart referred to was marked "Exhibit No. 586" and appears

on p. 3685. The statistical data on which this chart is based are

included in the appendix on p. 4041.)

Dr. LuBiN. May I ask a (][uestion about this chart? You take the

year 1929, the bar at the right for 1929 is approximately $10,200,-

000,000, roughly.

Dr. Altman. That is right.

Dr. LuBiN. And the bar at the left is $9,900,000,000.

Dr. Altman. I should offer a correction, I think, that the bars

at the left in each particular case consist of two segments. The top

segment is added to the bottom segment so that the amount of un-

distributed profits plus depreciation and depletion does not start

from the base but starts from the place Avhere the lower segment of

the left hand bar, which is in brown, ends off. The lower segments of

the left-hand bars indicate the funds available from security flotations.

Dr. LuBiN. The reason I raise the question is that one immediately
asks himself, where did the difference come from, because you have
in your two sources of funds internal and external, and both appear
to be less than the amount actually expended for producing goods.

Dr. Altman. My answer to that. Dr. Lubin, would be that in an
overall analysis of this kind it is impossible to make the sources of

funds and the expenditure for any particular purpose balance pre-

cisely. I have simply attempted to indicate the relative magTiitudes

involved and to attempt to set forth the amount which was available

each year from the two major sources of funds for the financing of

plant and equipment.
Dr. Lubin. In other words, you are assuming that other sources

were available.

Dr. Altman. They must necessarily have been available since the

debts incurred in building the plant and equipment must have been
paid. They may have been paid by drawing down cash or by
liquidating accounts receivable, or the like.

Mr. Nehemkis. Dr. Altman, while discussing the chart, what is the

significance of the pink bar which falls below the zero line because of

the component funds available from internal sources?
Dr. Altman. That is precisely the question asked me a little earlier

in the discussion and again I would like to give the same answer;
namely, I would like to deal with the depression period by itself

and indicate what the pink bar below it indicates in that discussion.

Mr. Nehemkis. You impose a heavy responsibility on me to make
sure I remind you of all these things. Dr. Altman.
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FUNDS REQUIRED FROM EXTERNAL SOURCES 1923-29

Dr. Altman. I have indicated in this discussion this point, that
the average amount spend for construction of plant and equipment
for the period '23 to '29 was about 8.5 billion. The average amount
available from internal sources was 6.4 billions. In other words,
the maximum ainount which business enterprises needed from the
capital markets of the country to finance these expenditures and fixed
assets was only 2.1 billions.

I would now like to deal with that 2.1 billions. The actual amount
required was probably substantially less than 2.1 billions. In many
cases business expenditures for minor improvements, dies, small tools,

and plant additions, and development expenses are charged directly
to income.
Mr. Henderson. We had an instance of that in Mr. Sloan's state-

ment, which I presume you took note of, where there was a 2-year
period for amortizing, for writing off really, the cost of tools and
the like.i

Dr. Altman. His statement falls directly within what I have been
saying, providing that the initial charge was to income and not
capital investment.
Mr. Henderson. I think he made that very clear.

Dr. Altman. To the extent that these items are charged to income
in the first place, they tend to understate the amount of undistributed
profit, and then they understate the upper segment of the bar at the
left, and thus they understate the volume of funds available from
internal sources.

Mr. Henderson. I think Mr. Sloan stated two or three times that
they were currently getting back the cost of tooling up from the pro-
ceeds of the sale of cars.

Dr. Altman. I think there is no question, Mr. Henderson, that in
a good many cases costs of this type which are capitalized are
charged directly to income, and so understate the volume of funds
available for internal financing.

In addition, every year business enterprises receive insurance set-

tlements for property that has been destroyed by fire, damage, ship-
wreck, and flood. The value of these claims is not available, but a
conservative estimate indicates that business enterprises receive at
least $150,000,000 a year for losses covered by insurance. In other
cases, the establishment of contingency and other reserves, when
charged to current income, reduces the amount of savings shown in
business reports, without, however, reducing the amount of funds
available from internal sources.

No estimate has been made of the additional amount of funds
available from these three sources, that is, charging some invest-
ments to income, from the payment of insurance claims, and from
the establishment of some types of reserves. These items have been
mentioned merely to indicate that the estimate of the volume of
funds available from internal sources is a modest one. This volume
may well be several hundred million dollars greater than the average
of 6.4 billions estimated for 1923-29. The indicated requirement of

1 Supra, p. 3652.
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2.1 billions a year on the averatje from individual and institutional

f^avers was thus clearly a maximum figure.

In fact, the capital markets during the period 1923-29 never con-

tributed so much as $2,000,000,000 a year toward the financing of

j)lant construction and the purchase of machinery and equipment.
May I direct your attention to this particular chart again. ^ The

segment of the bars covered in brown, which is equal to the lower
segment of the left-hand bar in each particular case, represents the

statement made by Moody's Investment Service of the amount of

capital issues each year which were used for productive purposes,

that is, for the construction of plant and the purchase of machinery
and equipment. Notice that these brown segments never rise above
$2,000,000,000 a year for tlie whole period. In some yeai-s they were
substantially less than $2,000,000,000 a year. Hence, this segment of

the bars indicates the amount that was contributed by the capital

iiiarkets through new security issues which went toward the construc-

tion of plants and the purchase of machinery and equipment,
Mr. Nehemkis. And what was the figure you gave for that?

Dr. Altman. The statement was that in the whole period 1923-29,

the capital market never contributed as much as $2,000,000,000 in

any year for the financing of plant construction and the purchase of

machinery and equipment.
Mr. Henderson. You were going to discuss the relation of that

lo what was available from other sources. Are you going to tie the

two together?
Dr. Altman. I hope to do that.

The volume of securities issued each year was, of course, greatly in

excess of $2,000,000,000 a year, but a considerable portion of the

securities issued went for refunding purposes; others were floated

by investment trusts; and still others were designed for financial

purposes, that is, to build up cash balances and to buy securities for

investment or for mergers and consolidations.

I wish to be understood as not passing any judgment upon any of

the ]:)urposes for which these securities were issued. I am simply
dealing with the facts as they are and I merely indicate the propor-

tion of the securities issued that was used for the purchase of plant

and for the purchase of machinery and equi})ment.

Acting Chairman Reece. I assume that a considerable percentage

of the securities which were not used for that })urpose were refunding
issues.

Dr. Altman. A considerable percentage was. The particular per-

centage varies from year to year. As I remember it, the figure for

1929 indicates that we had total new corporate issues of about $10,-

000,000,000. Of this, about two and a half billion went for refund-

ing purposes.

Mr. Nehemkis. Is it your undei'standing. Dr. Altman, that at a

fui'ther point in these proceedings additional testimony will be given

on the point now under discussion?

Dr. Altman. Yes. If it is the pleasure of the conunittee. I shall

l)roceed with this, attempting to answer this question from memory.
Otherwise, we can simply leave it for the next witness.

Acting Chairman Reece. I think that would be very good.

iSeo "Exhibit No. 586," supra, p. 3685.
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EXTERNAL AND IXTERNAL SOURCES OF FUNDS, 1931-33

Dr. Altman. Now, I turn to the period about which two ques-
tions have ah-eady been asked, namely, the period when the business
savings were negative. What did that mean?
During the period from 1931 through 1933 business did not replace

plant and equipment as they wore out. Instead of being reinvested
in new plant and equipment, depreciation and depletion allowances
were in part paid out as dividends to stockholders and in some cases
as interest to bondholders. Depreciation and depletion allowances
during these 3 years totaled $13,800,000,000, while business expendi-
tures for j)lant and equipment amounted to $10,100,000,000. There
was a net disinvestment, therefore, of $3,700,000,000. That is, plant
and equipment were not replaced during these three years to the
amount of 3.7 billions.

Business savings for the three vears 1931-33 amounted to minus
$19,700,000,000. Cash dividends paid constituted $9,300,000,000 of this
amount. The balance of minus $10,400,000,000 was composed of
actual business losses and revaluations of various business assets,

principally inventories and fixed plant. The cash outlays repre-
sented by dividends and current losses were met both by current
receipts and by reduction of cash balances, liquidation of inventory
stocks, and sales of securities and other property. The revaluations
of assets, however, did not result in cash disbursements so far as
business enterprises were concerned, nor did they constitute any cash
receipts on the part of stockholders or bondholders.
And I might add that to that extent they didn't contribute at all to

maintaining consumer purchasing power during the depression.
The general material with which I have been dealing is contained

in four tables which I offer for the record at this point. The first

one is called "Assets and Liabilities of All Corporations, 1926-36."
The second one is called "Changes in Assets and Liabilities of All

Nonfinancial Corporations, 1927-1936".

The third is called Inventory Revaluations, for the period 1919 to
1935—perhaps I had better restate this title

—"Inventory Revalua-
tions, 1919-35, of All Business Enterprises, Excluding Famis."
The last one is called "Inventory Revaluations, 1919-1933, of All

Business Enterprises. Excluding Farm and Security Inventory Reval-
uations."

I think we can't emphasize too much
Mr. Xehemkis (interposing). Just a moment. Mr. Chairman, I

offer in evidence the four tables just identified by the witness.
Acting Chairman Reece. They may be admitted.
(The tables referred to were marked "Exhibit Nos. 587, 588, 589,

iind 590" and are included in the appendix on pp. 4042, 4043, ancl

4044.)

Dr. Altman. I think we can't emphasize too stronglv at this point
that cash outlays on the part of business are not the principal part of
the huge volume of negative business savings that I have been dis-

cussing. They don't mean cash disbursements on the part of business.
i\Ir. Henderson. Let me try to get it down to less econometric

terms. Did the business system between 1929 and 1934 pay out more
in cash than it took in?

Dr. Altman. Yes, it did; because the cash on hand and in the
bank of all business corporations declined by about, I think, $2,000,-
000,000 for the period.
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Mr. Henderson. So there was about 2 billion dollars paid out in

that period.

Dr. Altman. Well, that is, if I could answer the question gen-
erally, Mr. Henderson, the payments that were made by business
corporations consisted of the following elements : In the first place,

they earned depreciation and depletion, and they didn't reinvest those
items; they paid those out. They paid out, I have indicated, some-
thing like 3.7 billions of depreciation and depletion allowances.

Mr. Henderson. Well, do you know for a certainty whether the
cash on hand in liquid investments at the end of 1933 was larger or
smaller than it was at the end of 1928 or the beginning of 1929 ?

Dr. Altman. They were smaller.

Mr. Henderson. My own impression is about the same.
Dr. Altman. I think the table will indicate that.^

Mr. Henderson. I can find it in the table, or you can.

Dr. Altman. In 1928 the amount—1929 rather—the amount of
cash of all nonfinancial corporations was 7.9 billions whereas ni 1933
the amount of cash for the same corporations was 5.9 billions.^ In
other words, a difference of almost $2,000,000,000.

Mr. Henderson. Now that was the cash item.

Dr. Alttvian. Then you had reductions in other items; you had
collections of notes and accounts receivable, reduction in inventories,

but the mere fact that you had a reduction in a liquid asset doesn't

mean that was paid out to anyone. It simply means a good part of
that was paid out to pay off your debts. You liquidate your in-

ventory and then you pay off the account payable which that in-

ventory represents.

Dr. LuBiN. Do you have any figures wdiich show the holdings of

securities or other types of liquid investments that might account
for the depletion in the cash accounts ? Might it not be possible that
they used cash to buy Government and other securities?

Dr. Altman. The particular item is contained in that table, but it

is my recollection that for the period 1929 through 1933 there was
no such conversion. There was after 1933. That is, corporations did
actually take their cash and go into investments.

Dr. LuBiN. In other words, that decline in cash is not to be ac-

counted for in any measure by shifting from a cash position to a
liquid investment position in the form of securities.

Dr. Altman. Well, I wouldn't say that. Dr. Lubin. because I am
dealing with 470,000 corporations and I can't say what any o]te of
them did. All I can say is what the whole 470,000 did. That may
give a very misleading effect in regard to any one. I think for all

corporations for the period '29 to '33 there was no such shift.

Mr. Henderson. You said that that reduction in cash was almost
2 billion dollars. It was from 7.6 billion to 5.9 billion—1.7 billion.

Dr. Altman. Well, I stand corrected, Mr. Henderson. Whatever
the table indicates is what I should have said.

Mr. Henderson. Pardon me, I was taking the end of 1928, which
was improper because the depression set in at the end of 1929.

Dr. Altman. Toward the end of 1929.

Dr. Lubin. Tax hivestments went up by almost $3,000,000,000,

Might that account for that cash difference?

1 See "Exhibit No. 587," appendix, p. 4042.
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Mr. Henderson. Yes; investments other than tax exempt securities

between 1929 and 1933 went up from 21.8 billion dollars in 1929 to

24.6 billion in 1933 which more than offsets the reduction in cash.

Dr. Altman. I didn't say anything about that for the fol-

lowing reason : You will notice that there was no figure given in

this table for investments other than tax exempt for any year be-

fore 1929. You will notice, too, in 1929 the figure was $21,000,000,-

000 ; in 1930 it was $29,000,000,000. Now it is inconceivable that for

nonfinancial corporations as a whole there was any increase of $8,-

000.000.000 for other than tax-exempt investments between 1929 and
1930. Hence the conclusion must be that the first year in which they

reported this particular item they didn't get the correct total. Hence
the total of twenty-one billion eight hundred million as shown in

1929 must be wrong and for that reason I simply cannot draw any
conclusions whether they did or did not go into this particular type of

investments.
Mr. Henderson. If the early figure were correct and the 1933

figure were correct and the two cash figures were correct, the

amount, of cash and liquid investments at the end of 1933 was greater

than at the end of 1929. Take the two items together.

Dr. Altman. Well, my answer to that would be that it is simply a
coincidence. I think the first figure is wrong.
Mr. Henderson. But I am trying to get some idea of the magni-

tude of what might have been the amount of extra payments which
were disbursed to consumers, you see, made available for consump-
tion in the two periods, and this would mean that the business sys-

tem, as far as its intake and output in these two years was concerned,
was about the same.

Dr. Altman. You mean at the end of 1929 and the end of 1933.

Well, there was an actual reduction in cash.

Mr. Henderson. Yes.
Dr. Altman. And the point I am simply trying to make
Mr. Henderson (interposing). And that item is likely to be a

very correct item.

Dr. Altman. Oh, yes; that is right because it is a long-continued
series and it is hard to misplace anything in that particular item.

I am simply trying to indicate that I don't think the reduction in

cash went into an increase of investments of tax-exempt character
because I think the starting point of that particular series is prob-
ably off. Now it may well have represented paying out of cash to

someone outside of the business system.
Mr. Henderson. If you will forgive me, I happen to know these fig-

ures and to have made a computation previoush^ which seemed to indi-

cate on the basis of the Treasury figures from which these are derived,
Statistics of Income, that the financial position of corporations as
represented by their cash and investments at the end of the depres-
sion was almost the same as it was at the beginning of the depres-
sion. That has been a contention of mine, and I relied upon the
Treasury statistics for that.

Dr. Altman. That would in part depend, Mr. Henderson, upon
whether you were dealing with nonfinancial corporations, as I am
dealing with here, or all corporations. I think the figure for all
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corporations gives a vastly different picture because it shows a;

tremendous increase of tax-exempt investments.
Mr. Henderson. Yes.

EXTERNAL AND INTERNAL SOURCES OF FUNDS, 193r>-19 3 7

Dr. Altman. Now I should like to turn to the last period I mean
to consider, the period 1935 through 1937. During the 3 years 1935-

through 1937 business enterprises spent 17.4 billions for plant, ma-
chinery, and equipment; 4.2 billion in 1935, 5.7 billion in 1936, and
7.5 billion in 1937.^ During these same years business enterprises set

aside from savings, depreciation, and depletion, a total of 16 billion.

Internal sources therefore furnished 92 percent of the expenditures
for plant construction and equipment. The remaining requirements
were met from external sources. And again the picture is set forth
on the chart:

We deal with the 3 years 1935 through 1937. Notice the height
of the top segment of the left bar, which is in pink, compared with
the investment in plant and equipment.^ In 1935, for example, the
volume of internal savings was greater than the amount invested in

plant and equipment. In 1936 the volume of internal savings—the
pink bar, upper segment, of the left-hand bar—is about the same as

was the investment in plant and equipment. In 1937 the internal
savings were less than the volume of investment. Notice that the
bottom segment of the left-hand bar in brown, which represents the
amount obtaining from the security markets and invested in plant
and equipment was very low in 1935 and increased to about 428
millions

Mr. Henderson. It is sufficient, is it not, to say that it was at no
time in any one of these years of any substantial importance so far
as financing investments is concerned ?

Dr. Altman. That is right.

Mr. Henderson. And that is the point you are trying to make.
Dr. Altman. For the sake of the record we could say that in 1934

the volume of new securities that went for the purchase of plant and
equipment was $94,000,000—1 meant that for 1935. In 1935 it was
$94,000,000, in 1936 it was $379,000,000, and in 1937 it was $630.-

000,000.

The bulk of the funds for investment in plant and equipment cer-

tainly came from internal sources ^lU'ing this period.

If we focus our attention upon 1937 alone, the last year for which
complete data are available, we find that the estimated business ex-
penditures for plant and equipment were $7,500,000,000 whereasi the
estimated volume of funds available from business savings, deprecia-
tion, and depletion Avas $5,500,000,000.=* Therefore, the maximum
requirement on the part of all business enterprises in the year of
greatest business activity since 1929 amounted to only $2,000,000,000.

In other words, the pink bar, which is the upper segment of the
left-hand bar, was 5.5 billions, whereas the yellow bar, or right-hand
bar, representing investment in plant and equipment, Avas 71/0 bil-

1 See "Exhibit No. 586," appendix, p. 4041.
- Ibid, supra, p. 3085.
8 Ibid, appendix, p. 4041.

1
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lions.^ You will notice that for '35 and '36 the volume of internal
firms was more than enough to pay for any investment in those
yeare.

This picture is by no means a complete one. In order to complete
the picture we should have to consider such additional factors as
changes in bank balances, changes in the volume of inventories, and
changes in the volume of commercial bank borrowings. The factors
Ave have discussed, however, are the dominant ones in connection with
the financing of investments in plant, machinery, and equipment.
Changes in cash balances and in bank borrowings are more import-
ant in financing current assets than fixed assets.

It does not seem possible to make a complete analysis of the
sources and uses of funds for all business enterprises or for all

corporations. The data available in the Statistics of Income are
inadequate for this purpose.

SOURCES OF FUNDS FUR SELECTED GROUPS OF COMPANIES, 19 30-193 8

Dr. Altman. It is possible, however, to determine the sources and
uses of funds for individual corporations with a high degree of exact-
ness. The testimony of our distinguished business executives who
testified yesterday, this morning, and this afternoon, has furnished
information in this connection.

Studies in the same direction are currently being made by the
Board of Governors of the Federal Reserve System, and preliminary
data are available for 56 corporations. The sources and uses of
funds have been computed separately for each individual corpora-
tion and then compiled for the 56 corporations. I mean to discuss
these data as compiled by the Board of Governors of the Federal
Reserve System. May I have the permission of the committee to
offer them in evidence now and have them back so I may discuss the
particular figures?

Mr. Nehemkis. We will have them marked for identification and
have them returned to you.
Mr. Kelley. Will you identify them by title?

Dr. Altman. The first table consists of four pages; that is called
"Sources and Uses of Funds, 1930-38, 56 Industrial Companies."

(The table referred to was marked "Exhibit No. 591" and is in-
cluded in the appendix on p. 4044.)

Dr. Altman. The next "Sources and Uses of Funds, 1930-38, 11
Oil Companies."

(The table referred to was marked "Exhibit No. 592" and is

included in the appendix on p. 4046.)
Dr. Altman. The next, "Sources and Uses of Funds, 1930-38,

Seven Automobile Companies."
(The table referred to was marked "Exhibit No. 593" and is

included in the appendix on p. 4047.)
Dr. Altman. And the next, "Sources and Uses of Funds, 1930-38,

Nine Steel Companies."
(The table referred to was marked "Exhibit No. 594" and is in-

cluded in the appendix on p. 4048.)
Mr. Nehemkis. May we have these marked?

1 See "Exhibit No. 586," supra, p. 3685.
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Acting Chairman Reece. These must be returned to the steno-

graphic service in time for the record in the morning. They will

manage to get them some way, but we want to be sure they are

available to them.
Dr. Altman. It will take only a few moments for the discussion

of these tables. I would like to discuss the individual industries first

and then turn to the 56 companies of the sample. Let us take jfirst

the 7 automobile companies.^ We are dealing here with a sizable

group of companies, because the assets of the 7 automobile companies
total $1,637,000,000. The companies spent on plant and equipment
during the years 1930 through 1938, $430,000,000. During the same
years they had available from internal sources, that is undistributed

profits or business savings, depreciation and depletion, $564,000,000.

In other words, the amount of funds available internally was 31

percent greater than the amount of money they needed to pay for

investments in plant and equipment.
Let us take another group; 11 oil companies, having assets of

3.5 billion dollars in 1938.^ These companies for the same period,

1930 through 1938, spent $2,118,000,000 for plant and equipment,
and they had available from internal sources $2,109,000,000. In this

case the internal sources did not quite cover the investment in plant

and expenditures but they did cover 95 percent of the investments of

two billion dollars for the period.

The steel companies made a somewhat different showing with an
investment of $1,118,000,000 for the period of 1930 through 1938, and
they had available from internal sources $650,000,000.^ In other
words, even in the steel industry where you had very rapid techno-

logical progress during this particular period and scrapping of a con-

siderable portion of the steel plant, the steel companies had available

from internal sources enough money to finance 58 percent of their

expenditures for new plant and equipment during the period.

For the companies as a whole, for the 56 companies as a whole,
having assets of almost $12,000,000,000 in 1938, we find that for the

years 1930 through 1938 there was spent for plant and equipment
$4,184,000,000.* The companies had available from internal sources

$3,800,000,000, or in other words these companies to finance an ex-

penditure of $4,200,000,000, needed only $400,000,000 from other than
internal sources; or to state this in yet another way, these corpora-

tions were able to finance 90 percent of an investment of $4,200,000,000

in plant and equipment from internal sources.

Acting Chairman Reece. Do you plan. Dr. Altman, to discuss at

some period the difference in the effect on our economy of financing

these plants and equipment improvements from internal funds and
from the capital markets?
Dr. Altman. Mr. Chairman, I don't really intend to discuss that

particular question to much greater length than I have indicated

already. That is to say, I have indicated that to the extent that

investments in plant and equipment are financed internally, business

enterprises need not draw upon the new savings of individuals and

1 See "Exhibit No. 593," appendix, p. 4047.
- See "Exhibit No. .592," appendix, p. 4046.
3 See "Exhibit No. 594," appendix, p. 4048.
* See "Exhibit No. 591," appendix, p. 4044.
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institutional savers to finance these expenditures and so the economy
is faced \\'ith the problem of finding outlets for savings in other new
business enterprises.

Mr, Nehemkis. Mr. Chairman, I think we shall have a specific

answer to your question in three days of testimony which will follow.

Acting Chairman Eeece. Very good; you may continue.

Dr. Altman. I think I am finished with these particular exhibits

now and I return them. I haA^e been dealing here with rather large

size corporations, you can gather, when you have 56 corporations
having assets of almost $12,000,000,000.

SOURCES OF FUNDS FOR CORPORATIONS CLASSIFIED BY SIZE

Dr. Altman. I would like to point out that the same sugges-
tion as to' self-sufficiency appears from an analysis of corpora-
tions when they are classified by amount of assets. That is to

say, when they are classified by size. Since 1931 the Treasury De-
partment has classified corporations by amount of assets, but 1935
is the latest year for which such data are available. Corporations
having more than $50,000,000 of assets showed a compiled net profit

each year from 1931 through 1935; on the other hand, corporations
with assets of less than $50,000 showed a compiled net loss in each
year from 1931 through 1935. If we consider the amounts avail-

able to corporations from internal sources, that is, from business
savings (after payment of taxes and dividends), depreciation and de-

pletion, we find that corporations having more than $50,000,000 of
assets paid out in excess of compiled net profits $206,000,000 in 1931
and $323,000,000 in 1932.

Beginning in 1933, however, the volume of funds available from
internal sources increased rapidly—for corporations with assets of
over $50,000,000—from $511,000,000 in 1933, to $1,000,000,000 in 1934,

to $1,500,000,000 in 1935. On the other hand, the volume of business
savings plus depreciation and depletion for corporations having less

than $50,000 of assets were negative all through the period. In other
words, corporations in this group containing the largest sized corpo-
rations made money every year.

Mr. Henderson. From
Dr. Altman. 1931 through 1935.

Acting Chairman Reece. In what corporations?
Dr. Altman. Having assets of more than $50,000,000 in each year.
Mr. Henderson. Made a profit?

Dr. Altman. Made a profit each year for the years 1931 through
1935.

Mr. Henderson. Is that total as a group ?

Dr. Altman. As a group
;
yes.

Dr. LuBiN. Did you say each one did, or the group did ?

Dr. Altman. The group did; there may have been losses in the
group but they were canceled by profits on the part of other corpora-
tions in the same size group.

Acting Chairman Reece. From the information that you have do
you think a majority of them made a profit?

Dr. Altman. Well, I couldn't say.

Acting Chairman Reece. Or a relatively large number of them
made a profit?
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Dr. Altman. I couldn't say to that. The Treasury doesn't pub-

lish any data on the number of corporations in this «rronp that made
a profit and the number that didn't make a profit. These corporations

would tend to run relatively homogeneously witli regard to size, since

you are dealing with big ones, and the probability is that the majority

()f them did make a profit; still, I wouldn't want to be held too strictly

to that.

The data which I have been discussing are contained in two tables

which are offered for the record ; one called the ''Distribution of

Compiled Net Profits and Undistributed Gross Income by corpora-

tions classified into nine size groups for the period 1931 to 1935"; and
the second is called "Adjusted Undistributed Profits plus Deprecia-

tion and Depletion Allowances for Corporations with Assets of less

than $50,000 during the Period 1931 to 1935."

Mr. Nehemkis. I desire to offer in evidence the twv) tables just

identified by the witness.

Acting Chairman Reece. They may be admitted.

(The tables referred to were marked "Exhibits Nos. 595 and 596"

and are included in the appendix on pp. 4049 and 4050.)

SUMMARY OF DATA ON FINANCING

Dr. Altman. The conclusions that emerge from this discussion of

business internal and external financing may now be simply stated.

Business enterprises are dependent upon capital markets for only a

small part of the funds they invest annually in ])lant and equipment.

For the period 1923-29, business savings, depreciation, and depletion,

on the average, contributed $0,400,000,000 a year toward financing

outlays on plant and equipment, while security issues contributed

an average of $1,800,000,000. In 1929 business savings contributed

$8,100,000,000 against $1,800,000,000 by security issues.

Mr. Henderson. That is in 1929, the big year of stock sales, secu-

rity sales, when the volume ran about
Dr. Altman. A little over 10 millions. In that year when we had

security issues of slightly over 10 billions, 1.8 billions of securities

issued were used for the: plant and equipment, whereas against this

1.8 billions from security issues we must set 8.1 billions from internal

sources; the figures are just reversed—8.1 internally, 1.8 externally.

Mr. Henderson. Do you recall what amount was used for business

plant equipment in 1937 from your chart?

Dr. Altman. Yes. For the ])eriod 1935 through 1937, for those

3 years, internal sources contributed an average of $5,700 000.000

a year, while security issues contributed an average of $370,000,000.

For the year 1937 alone we find that the investments in plant and
equipment were 7.5 billions, the amount available from internal

sources was 5.5, and the amount contributed from securities issued

630 million.

Mr. Henderson. Roughly, it was what it was in 1929.

Dr. Altman. That is right.

In years of high business activity, business enterprises draw upon
the capital markets; that is, the savings of individuals and institu-
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tional iuvestoi's, but never since 1922 for more than $2,000,000,000 a

year. Diirino- years of low activity business enterprises do not re-

quire any fund's from the capital market. Instead, they contribute

funds to the cai)ital market, either by payinp; out dividends in excess

of earnings or by convertino; depreciation and depletion allowances

into bank deposits or securities, thus making them available to other

tyi^es of investors.

Mr. Henderson. But in all those years from 1922 to 1937, savings

by individuals, either through their own deposits in savings banks or

through institutions, continued, did they not?

Dr. Altman. That is right.

Mr. Henderson. In other words, as far as the use which the system

makes of those savings is concerned, it taps them only in periods of

high activity, but just the same, there is the problem of getting those

savings employed each one of those years.

Dr. Altman. Yes ; to the extent that you have savings in any one
year you must find an outlet for those savings to maintain a high
level of activity.

Mr. Henderson. And you can convert that into terms of employ-
ment : that is, the business system as far as it gives employment via

the capital markets does it only in periods of high activity, and at

the low periods of activity it is not using the capital markets for
funds which would give employment.

Dr. Altman. That is right.

Mr. Nehemkis. Mr. Chairman, I desire to ask the witness a few
questions.

Doctor, just a few questions to complete your presentation. De-
preciation reserves—including obsolescence—and depletion reserves
are accumulated income tax free, are they not^
Dr. Altman. That is right.

Mr. Nehemkis. And when amounts accumulated by those reserves
are reinvested, the result is a gradual increase of those charges for
depreciation and depletion, is it not?

Dr. Altman. Yes.
Mr. Nehemkis. It is only when a specific property is fully de-

]:)reciated or written off that we find a corresponding reduction in
those charges, is it not?

Dr. Altman. Yes.
Mr. Nehemkis. In the event of fully realized obsolescence or de-

pletion before the specific property affected has been fully depre-
ciated or depleted, the existing revenue acts allow the amount of the
realized obsolescence or depletion, adjusted for reserves already set

up for that pro])erty, as a deduction from income, do they not?
Dr. Altman. Yes; they do.

Mr. Nehemkis. Inventory write-downs have the effect of increas-
ing the cost of goods sold and of decreasing, pro tanto, the taxable
income, have they not?

Dr. Altman. Yes.
Mr. Nehemkis. Reserves for contingencies and the retention of

earned surplus, including gains on sales of capital assets, do not
operate to reduce the income tax liability of the corporation, do
they?
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Dr. Altman. No.
Mr. Nehemkis. But they do operate to reduce the income tax lia-

bilities of the shareholders, because they operate to reduce the dis-

tributed profits, do they not?
Dr. Altman. That is to say, the shareholders are taxed only on

what they receive. If they don't receive anything they don't pay
any tax upon it.

Mr. Nehemkis. As a matter of fact, obsolete property has an ac-

tual value, as an ordinary thing, has it not ?

Dr. Altman. I think one would say that a good many times prop-
erty may be obsolete for one purpose and may still have a value for
another.

Mr. Henderson. It may be obsolete for tax purposes.
Dr. Altman. It may be obsolete for tax purposes and have a

value for other purposes, though I wouldn't want to narrow the
answer to that degree.

Mr. Nehemkis. Dr. Altman, more specifically, parts of the obsolete
property may find their way back into property that is not obsolete,

may they not?
Dr. Altman. That happens from time to time.

Mr. Nehemkis. As a matter of fact, physical depreciation and
obsolescence is nowhere near as great as the reserves allowed for
them, are they?

Dr. Altman. Well, that would vary from case to case. In a good
many cases the depreciation that is taken might be in excess of the
amount one would take if one considered merely the physical life

of the particular asset.

Mr. Henderson. You have to take into account, do you not, Mr.
Examiner, what the maintenance expenditure is on that equipment,
or were you coming to that?

Mr. Nehemkis. I would rather ask the witness to reconsider my
question. Would you be willing to say as a generalization that physi-
cal depreciation and obsolescence, in general, is nowhere near as

great as are reserves generally allowed for them? I am not asking
you to specify specific instances, but I am asking you to make, if

you feel you can make as an expert, the kind of generalization
suggested by the kind of question I put to you.

Dr. Altman. I wouldn't know as to that, Mr. Counsel. In some
cases the depreciation is less than the actual loss in value, and in

many other casesi it may be more.
Mr. Nehemkis. I will accept your answer.
Depletion reserves come much nearer to a correspondence with

the realities, do they not?
Dr. Altman. That is correct, the amount that is set aside for

depletion actually varies with the amount of the exhaustible resources

taken from the grounds, so in that respect it would correspond in a

physical and vital sense.

Mr. Nehemkis. Likewise, I suppose inventory write-downs cor-

respond more nearly with realities.

Dr. AltMxVN. Inventory write-downs are made in accordance with
accepted business policies, and if you follow the policy of cost or
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market, whichever is lower, yon A'ahie the inventory in accordance
with the general value at the end of the year.

Mr. Henderson. What it means is that if you have a revaluatian
of an inventory, you have a problem with the income tax unit of
showing that there was a market price on that inventory as a basis

for your revaluation, do you not?
Dr. Altman. Oh, yes.

Mr. Henderson. But it does come closer to a market price than
anything else.

Dr. Altiman. Yes ; that is when you have been keeping your books
for a period of years on the basis of cost or market, whichever is

lower, for the inventories and you can show in any given year that
you are revaluing your inventories in accordance with this ci'iterion,

it is obvious, I think, that the only conclusion one can draw is that
when you actually do write down your inventory you are conforming
to reality.

Mr. Nehemkis. In the case of corporations, Dr. Altman, which
maintain their own laboratories, research expense is an allowable
deduction for tax purposes, is it not?

Dr. Altman. That is right.

Mr. Nehemkis. Now, I take it, the purpose of research is the
development of new products and new processes, or the improvement
of existing ones. Is that correct, generally speaking?

Dr. Altman. Yes; I think so.

Mr. Nehemkis. And I suppose we may say that fruitful research
tends toward great profits.

Dr. Altman. I should hope so, because patents are taken out upon
research, and they wouldn't take any patents unless they thought
they were going to be valuable.

Mr. Nehemkis. I am just asking for your opinion. I take it fruit-

ful research tends to increase the real value of plant.

Dr. Altman. In some cases it does. In many cases it does, but
in some few cases it may not because you may have research which
may make a particular plant obsolete in a sense.

Mr. Nehemkis. Would you say in most instances fruitful research
tends to increase the value of plant? I accept your reservation that
there are exceptions.

Dr. Altman. I prefer not to answer that question. That is like

asking me whether General Motors' plant has become more valuable
because they have conducted research on any of the dozen things they
do research in.

Mr. Nehemkis. Would you say research was income tax free as
long as a corporation maintained a laboratory as an ordinary and
natural expense of business?

Dr. Altman. Yes; that is right.

Mr. Nehemkis. Small companies that cannot afford the expense
of a laboratory must buy research on the market, is that correct?

Dr. Altman. Yes.
Mr. Nehemkis. Sometimes, I suppose, research results in some

physical plant and equipment, do you agree with me ?
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Dr. Altman. Results in the plans which result in plant and equip-
ment; yes.

Mr. Nehemkis. In other words, internal corporate financing, the
thing we have been discussing, which you have been testifying about,
is aided and abetted by our tax laws, is that correct?

Dr. Altman. Oh, I think, to the extent that depreciation and de-
pletion are allowable deductions, that expense for research is al-

lowable, not to mention other factors that would be important in

this connection. The answer to the question is yes.

Mr. Nehemkis. Realistically, the stockholders of our corporations
don't have very much to say about it, do they?

Dr. Altman. They have as much to say about this as they have
to say about anything else the corporation does.

Mr. Nehemkis. We may describe this process as forced savings?
Dr. Altman. I think the previous answer would hold for this

one.

Mr. Nehemkis. I have no further questions, Mr. Chairman.
Mr. Henderson. I want to get one point clear. While the small

business may have to buy its research, and research by an insti-

tutional laboratoi-y or research agency of a large corporation is a
proper charge to expense, you didn't mean to express any qualitative
judgment as to the small versus the large?

Dr. Altman. No; I did not.

Mr. Henderson. It would be better, would it not, if small cor-

porations were allowed, when they purchase research in any form
from the outside, to charge this as against expense ?

Dr. Altman. Oh, yes.

Acting Chairman Reece. Are there any questions?
Mr. TuppER. This picture which you have developed is an overall

picture of all business, all cor])orations. Presumabl3% it is built

up from the corporation that has no need to go into the capital
market for funds and the corporation that perhaps has need to go in

for considerable parts of its funds. Now, have you been able to de-
termine from your studies whether a particular industry or particu-
lar type of industry, or a particular group of corporations based on
size of assets, or a particular group of corporations in terms of ma-
turity—old corporations as against new—are responsible for the
greater part of this financing through the capital markets? Or is

this picture generally true of all industries, all stages of maturity?
Dr. Altman. I think the general answer to that is that the picture

is generally true for all industries, though, of course, the degree to

which they finance internally varies from industry to industry and
I have introduced various exhibits giving the different type of in-

dustries. One remark might be made in this direction, that is to say,

the composition of the amount saved internally is not the same in

a new industry as it is in an old one. That is to say, when you are
dealing with a new industry you very often find that the bulk of the
funds saved internally come from undistributed profits, with a small
amount coming from depreciation; as the industry matures, you
find that the situation tends to be reversed, so that the bulk of the
funds available from internal sources comes from depreciation and
depletion allowances, which are available.
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Dr. Li^BiN. Is it possible, from the data that are available to you,
X)r. Altman, to come to any conclusion as to whether this practice
varies by size of firm? I mean, would the practice be more prev-
alent in larger firms than in the smaller firms?

Dr. Altman. It is very difficult to answer that question because
the over-all Treasur}^ data doesn't permit you to do that. I have
inti'oduced into the record what there is, but I don't think it is quite
:satisfactory for this purpose. However, I think I should mention
that a study is currently under Avay by the Department of Commerce
•dealino; with a thousand corporations for the period 1926 to date,
and examining for those corporations the amount of funds available
from various sources, including internal sources, and the direction
(if the expenditure of those particular corporations. When that par-
ticular study is done we will have a much better answer than we
have had for the American economy as a whole as to how corpora-
tions finance and how large corporations finance.

Mr. Henderson. Dr. Altman, you have been indicating what is

the business saving. That takes place through the depreciation
account. I adverted a minute ago to the question of maintenance.
Given a corporation that has a depreciation schedule of 10 years,
if it spends a large amount for maintenance, that charge of main-
tenance is not subject to tax, is it ?

Dr. Altman. No; that charge for maintenance is an ordinary
operating expense and would be deducted before you find your
business savings.

Mr. Henderson. And then if that equipment is kept in good
order and the depreciation is taken via reserve at the end of the 10
year period, it may easily be that they have made an addition to
tlieir capital assets by means of a very good maintenance.

Dr. Altman. Oh, that is quite true.

Mr. Henderson. One other question. You introduced into the
record some information about the experience of some fifty com-
panies studied by the Federal Reserve Board in the period of 1930
to 1938.^ I wonder, did you undertake to make any analysis of
Avhat was tlie effect on the working capital of those different groups?
Did the expenditures, for example, in the oil industry which were
:about equal to the business savings tend to exhaust working capital
or did it leave them pretty much in the same general position as had
been maintained before?

Dr. Altman. I don't think there was any significant change in
the cash j^osition.

Mr. Henderson. How about the automobile companies. Is there
an exhaustion of liquid capital?

Dr. Altman. I don't have the record before me, Mr, Henderson,
but the tables will indicate what it actually was.^
Mr. Henderson. So we will be able to know something which I

think the chairman is interested in—whether or not what was in
effect a deferred purchase of new business plant and equipment until

1 "Exhibit No. 591," appendix, p. 4044.
- '"Exliibit No. 593," appendix, p. 4047.
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approximately the end of the period, had made an extraordinary

drain on the working capitaL
Dr. Altman. I should add though in this connection that to the

extent that expenditures for plant and equipment were met by un-
distributed profits, depreciation, and depletion, there simply wasn't

any drain upon the working capital of the company. I have indi-

cated that in the case of the automobile companies these were more
than sufficient to meet the plant expenditures. In this particular

case you actually might have had a net increase in the cash position

of the company, after making all the investments in plant and
equipment. Now, the situation tended to be in the other direction

for the other companies, so that unless they went into the security

markets or unless they had some other sources of funds, they might
have depleted their cash position somewhat in making these invest-

ments in plant and equipment. The tables offered in the record
will furnish all the information needed on that point.

Dr. LuBiN. You stated in the course of your testimony as com-
pared to '29 the cost of replacing equipment on the '29 basis was 12

percent less in 1935 than in '29.^

Dr. Altman. Yes.
Dr. LuBiN. In other Avords, a given corporation which had written

off its equipment in that period of time could replace it and still have
12 percent more cash than at the beginning of the period.

Dr. Altman. That is right, but I made the additional point that
not only would they have 12 percent of the original cost in cash

but they would probably also have a better machine.
Dr. LuBiN. You say they would probably have a better machine.

Of course, one can't measure the changes in the productivity of
the machines over a period unless one knew what machines they
were talking about, but the possibility is that even to 1935 the
changes in technology were sufficiently great to mean that the same
equipment would be more productive than the equipment that was
replaced.

Dr. Altman. Yes; I think the evidence seems to indicate that.

Dr. LuBiN. There is this double saving in terms of the actual

amount that you have to charge for depreciation in the future. It

is less because you paid 12 percent less for the product. At the
same time the product itself, being a more efficient producer, the
unit cost is less per unit of output.

Dr. Altman. I would agree with that.

Dr. LuBiN. I take it that you don't have any figures to throw any
light upon the relations of this problem of more productive equip-

ment replacing old equipment and its bearing upon the amount of
labor that is required to produce the same number of units per
output.

Dr. Altman. No; nothing besides what I have offered already.

Acting Chairman Reece. The committee appreciates your able

and, I- might also say, interesting contribution to the study. Dr.
Altman.

Dr. Altman. Thank you, Mr. Chairman.
(Dr. Altman was excused from the stand.)

1 Supra, p. 3675.
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Acting Chairman Eeece. As I understand, it is the plan of the
committee when it adjourns to adjourn until Monday morning at 10
o'clock. What are your plans at that time, Mr. Nehemkis, and it

might be well for you to give the committee the names of the wit-
nesses whom you expect to call.

Mr. Xehemkis. Beginning ]Monday we shall change the subject
of discussion with which the committee has heard for the past few
days and turn to the problem of individuals and how they accumu-
late their savings and where their savings go. We have been hear-
ing for the past few days of how corporations save. Monday we
are going to discuss the other side of the picture, of how individuals
save, and where their savings go. The hrst witness will be Ralph
Manuel, president of the Marquette National Bank of Minneapolis,
the second witness will be Dr. Donald Davenport, of the Harvard
Business School. The third witness willbe the Honorable Adolph
Berle, Jr., Assistant Secretary of State.

Acting Chairman Eeece. The committee will stand adjourned
until Monday morning.

(Whereupon, at 5:35 p. m., an adjournment was taken until Mon-
day, May 22, 1939, at 10 o'clock.)
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MONDAY, MAY 22, 1939

United States Senate,
Temporary National Economic Committee,

Washington^ D. G

.

The committee met at 10:20 a. m., pursuant to adjournment on
Tliursday, May 18, 1939, in the Caucus Room, Senate Office Build-

ing, Senator Joseph C. O'Mahoney presiding.

Present: Senators O'Mahoney (chairman) and King; Representa-

tives Williams and Reece; Messrs. Hinrichs, O'Gonnell, Frank, Pat-

terson, and Brackett.

Present also: Willis J. Ballinger, Federal Trade Commission;
Amos E. Taylor, Department of Commerce; Ernest S. Meyers, De-
partment of Justice ; Peter R. Nehemkis, Jr., special counsel. Invest-

ment Banking Section, Securities and Exchange Commission, and
Joesph R. Kelley, associate counsel, Investment Banking Section,

Securities and Exchange Commission.
The Chairman. The committee will please come to order.

During the hearings last week, when E. R. Stettinius, Jr., of the

United States Steel Corporation, was on the stand, the chairman
directed a question to him with respect to the effect on employment
of improvements which have taken place in the modernization of

factories. A good deal of testimony was submitted to the com-
mittee by Mr. Stettinius to the effect that there had been considerable

modernization of plant. The purpose of the inquiry, of course, was
to develo):) the fact that this modernization was the result of the
expenditure of accumulated funds in the hands of the United States

Steel Corporation, and that it was not necessary for the corporation

to depend upon outside financing. In response to the chairman's
question, it was testified by Mr. Watson, I believe, that the result of
modernization in the plants in which the modernization took place

was a reduction of about 25 percent in the number of persons em-
ployed as waoe workers.

jNIr. Stettinius has addressed a letter to me intended to clarify Ms
answer to that question and I am putting his letter in the record at

this point, in compliance with his request.

(The letter referred to was marked "Exhibit No. 597" and is in-

cluded in the appendix on p. 4050.)
The Chairman. Let me add, in commenting upon the question of

technological unemployment, as it is called, my own feeling has been
that there can be no doubt that the development of new devices even-
tually has the effect of providing new jobs for people provided the
modernization results in reducing prices to the general public so that

3705
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there can be a larger consumption of whatever the product may be.

On the other hand, there can be no doubt that the effect of techno-

logical improvement is to reduce the opportunity for work of the

persons whose jobs are taken over by the machine, and that, of

course, is one of the very serious problems that must be met before

this problem is solved.

Senator King. Mr. Chairman, I would feel that we could not, at

least I am not willing to, generalize at this time and to indicate just

what the effect has been by reason of technological developments or

the modernization of plants. I agree, if I understand you correctly,

with you, that it has furnished a considerable outlet for new com-
modities and new processes, new developments, and it has also

added to the opportunities for employment. Generally speaking. I

think that the modernization of plants and of technological develop-

ments have been an important contribution to the economic improve-

ment of our country.

The Chairman. I think the committee will no doubt agree with

that statement.

Mr. Nehemkis, are you ready to proceed ?

Mr. Nehemkis. I am, sir.

The Chairman. Will you call your first witness?

Mr. Nehemkis. Before I do that, may I read a statement wliich I

liave ])repared

:

The basic problem which is under consideration by the committee
in these hearings is the failure of savings to find investment in job-

producing enterprises. If savings are not invested, money lies idle,

the dollar circuit is broken, and presently men and machines are idle.

If the flow of dollars slows down, the flow of goods likewise slows

down and our economic machine goes on part time.

Of the two major streams of savings, the committee has heard
evidence pertaining to one of our major channels—the savings of

corporations.

We now invite the committee's attention to the second maiii chan-
nel—the savings of individuals.

This morning the witnesses to be called by the Securities and
Exchange Commission will present evidence on the mechanism of

the dollar circuit, how savings are formed, into what reservoirs thej^

flow, and how they are invested.

The Securities and Exchange Commission calls as its first witness

Mr. Ralph Manuel.
The Chairman. Do you solemnly swear that the testimony you are

about to give in these proceedings shall be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Manuel. I do.

TESTIMONY OF RALPH W. MANUEL, PRESIDENT, MARQUETTE
NATIONAL BANK, MINNEAPOLIS, MINN.

The Chairman. Please be seated, Mr. Manuel.
]\Ir. Nehemkis. Will you state your name, sir, for the record.

Mr. Manuel. Ralph W. Manuel.
Mr. Nehemkis. And your place of residence.

Mr. Manuel. Minneapolis, Minn.
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Mr. Nehemkis. You are, are you not, Mr. Manuel, president of
the Marquette National Bank of Minneapolis?
Mr. Manuel. I am, sir.

Mr. Nehemkis. I believe, Mr. Manuel, that you have been asso-

ciated ^Yith that bank and its predecessor organizations for a quarter
of a century, is that correct?

jNIr. Manuel. That is correct, sir.

jNIr. Nehemkis. I think, Mr. Chairman, that the committee will

take judicial notice in view of Mr, Manuel's long association with
the banking business that his expert qualifications are such as to

qualify him to proceed with the discussion.

(The chairman nodded his head in the affirmative.)

Mr. Nehemkis. Are you prepared, ISIr. Manuel, to discuss the flow
of income and the accumulation of savings?
Mr. Manuel. Yes, sir.

Mr. Nehemkis. Then will you proceed, Mr. Manuel, in your own
words and in your own waj'?

jNIr. ]Manuel. Mr. Chairman and members of the committee, the
myriad economic activities through which 130,000,000 people provide
themselves with the useful goods and services that they wish to con-
sume and possess and enjoy constitutes a vast and bewildering ag-
gregate that is very hard to examine and analyze. Let us, therefore,

for a moment create for ourselves a greatly simplified picture in

which the major elements of our problem will be visible at a glance.

Now. I realize that analogies are always dangerous and often
misleading and that this one is wholly inadequate. It is not a part
of my argument; it is a mere illustration. Please accept it as such,

designed only to attract your attentitm in the direction which the
subsequent discussion will take.

functions of money in the economic trocess

Mr. Manuel. Let us suppose an isolated community of perhaps 100
families, existing mainly on potatoes and raising their potatoes col-

lectively. Naturally each family would be entitled to a share of the
crop corresponding to its contribution to the production thereof. A
member of the community might be appointed to engineer the enter-

prise and he might give out from day to day to the several families
claim checks evidencing the contributions that they have made. At
the end of the season he might have a thousand bushels of potatoes in
the pile and there might be a thousand claim checks outstanding, for
instance. If the crop was meager and the various families had con-
tributed only approximately in proportion to their several needs for
potatoes, it is likely that each family would come in and present all

of its claim checks and take away all of its share of the product and
the whole transaction would clear completely.

If, however, the crop was abundant and some families had con-
tributed out of all proportion to their needs, it is likely that those
families would find themselves in possession of claim checks entitling
them to much more of the crop than they could possibly use. In that
event, it is likely that these families would present only as many of
their claim checks as would bring them the quantity of potatoes that
they could consume and would hold the other claim checks for subse-
quent use.
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The manager might, therefore, find himself, at the end of the sea-

son, with 100 claim checks outstanding and 100 bushels of potatoes

rotting upon the ground. The families that made the lesser contribu-

tions would have received their full shares of the crop and the fami-
lies that made the greater contributions would have received all they
wanted, so the enterprise must be regarded as having successfully-

performed the purpose for which it was undertaken. But what
about those 100 claim checks that haven't been presented ? Shall these

contributors who have neglected or refused to take their full shares

of the crop and have allowed the potatoes to rot upon the ground
be permitted to present those remaining claim checks next year and
claim a part of next year's crop? Manifestly not, because these

claim checks do not evidence any contribution to the creation of next

year's crop, and because next year's crop will all belong to those who
produce it and who hold the current claim checks against it.

Obviously the inherent right of each family is the right to his

share of every crop and that must, of course, be a temporary right to

be exercised in due course or lost. Such an economy could continue
only by repudiating, at the end of each season, the claim checks that

have not been presented for redemption in the product.

This is a principle which we have sort of lost sight of in our
complicated modern economy and the failure of the economic process

by which we make our living in the world to function adequately
and continuously appears to be due mainly to our ill-advised attempt
to permit the participants in that process to postpone at will the
exercise of their several rights to claim their shares of the product.

Let us examine that matter from the foundation up. Private capi-

talism, I take it, rests upon a single and very simple principle:

namely, that what a man creates belongs to him. It follows, of
course, that what several or many men create collectively belongs to

those who contribute to its creation and, of course, belongs to them
in proportion to their several contributions. The inherent right of
the men who operate our trains and the men who furnish the railway
capital is the right to their respective shares in the transportation
service produced. But men can't eat or wear transportation service

and neither could these contributors readily exchange such transpor-
tation service for the things that they require. That difficulty has
been met by the development of our rather marvelous technique of
distributing the product of our economy through the device of money
income. Each contributor receives, instead of his share of the par-
ticular product he has helped to create, a quantity of money equal to

his share of the whole money sales value of the entire product. This
money ordinarily is not wealth, but partakes of the nature of claim
checks evidencing the rights of these individual contributors to claim
in the markets, goods, and services of their own choosing to the ex-
tent of the contributions that they have made.

This money is distributed as wages and salaries and fees and com-
missions and royalties and rents, dividends, interest, profits, and con-
stitutes the money income of the country, and it is interesting to note
that this money income generated by the economic process itself is

always roughly just enough to buy the whole collectively .produced
product of our economy.
Now, by this device of money income we have accomplished the

enormously important purpose of converting the contributor's right
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to his share of the particular product he has helped to create into

that much broader and more useful right to claim its equivalent in

the products of any and all producing units. Not content, however,
with this complete freedom of choice as to the goods and services

in which we will accept our pay or reward for our contributions, we
claim a still further privilege. We claim the privilege of determin-

ing when we will make our choices and take our shares. We claim

the right to take our shares currently or to postpone as long as we
please the right to choose and to take. This obviously is impossible.

The plain, hard fact is that all those who contribute to the economic
process of creating goods and services must take their pay in goods
and services that are thus created. Society has and can have noth-

ing else with which to pay them.
The money in our pay envelope and in our dividend check that we

are accustomed to think of as payment isn't final payment at all, of

course. It is only incontrovertible evidence of our right to claim

in the markets final and absolute payment in useful goods and serv-

ices. Our money economy—or perhaps I should say our device of
distributing the product through money income—rests squarely upon
the presumption that the recipients of that money income or those

to whom they give or trade or lend it will bring it back in due course

into the markets to claim their product. It is unworkable on any
other basis. It is inherent in the nature of our money economy that

it must clear through the markets and only to the extent that it does

so clear, can production and employment continue.

SOCIAL CONSEQUENCES OF HOARDING

Mr. Manuel. When all the current money income does flow back
through the markets to claim the current product and no other

money purchasing power appears in the markets, the stream of pur-
chasing power flowing into the markets is just enough, roughly, to

buy the whole current product at the existing price level. Effective

demand and available supply are evenly balanced. Enterprisers are

reasonably assured of a market for all the useful goods and services

that they can produce. Production and employment expand until all

the labor and equipment available are in use.

When contributors to the economic process, however, decline to

receive substantial portions of their current shares of the product,
hoarding the corresponding portion of their current money incomes
either in mattresses or in idle deposits in coimnercial banks, we have
a situation where the stream of money purchasing power flowing into

the markets is less than enough to buy the current product. Our
economy seeks to adjust itself to this situation through the price

mechanism and prices must fall to a level at which that part of the
current money income which does flow back through the markets will

buy the whole product.
But falling prices destroy profits and discourage production and

employment. Shrinking profits make new investments less attrac-

tive and encourage farther hoarding. That is the familiar and
vicious cycle of deflation which feeds upon itself and produces major
depressions.

On the other hand, when the contributors to the economic process

claim the whole of their shares, and more too, bringing into the
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markets all of their current money income, and disgorging some of

their previously hoarded money income into the markets beside, we
have a situation where the stream of money purchasing power flow-

ing into the markets is more than enough to buy the current product

at the existing price level. Our economy seeks to adjust itself to

this situation also through the price mechanism and prices must rise

until the current product will absorb the whole current money in-

come and the disgorged hoards beside.

Rising prices, of course, increase profits, and increased profits make
new investments increasingly attractive and encourage the disgorg-

ings of further hoards. This is the familiar, vicious cycle of infla-

tion which also feeds upon itself and which produces major booms.

The hoarding and disgorging of money income, however, are not

the only causes of these major distortions. Persons wishing to claim

more of the current product than corresponds to their current con-

tributions, and, therefore, more than can be paid for with their cur-

rent money incomes, besides disgorging old hoards, bring into the

market money which is not current income and never was income.

I refer to monetized claims against fixed assets created by capital

loans and investments in commercial banks. This sort of bank
money doesn't reach the consumer as a part of his current money
income, as does the bank money created by monetizing entrepreneurs'

claims against current goods, but becomes money purchasing power
in excess of current money income. The bringing of that sort of

money into the market has precisely the same inflationary effect as

does the disgorging of previously hoarded money income.

Likewise, persons unwilling to accept their full shares of the cur-

rent pix)duct, beside or instead of diverting their current money in-

come into hoarding, may apply it to the extinguishment of previously

contracted capital loans in commercial banks and diversion of money
income away from the purchase of goods and services into the pay-
ment of capital loans has precisely the same effect and influence as

the diversion away from the current markets into hoarding.
I am not trying to tell you that hoarding of money income and the

misuse of the banking process are the only causes of fluctuations

in the volume of business activit3^ As a matter of fact, minor and
even quite substantial fluctuations in volume of economic activity

occur from time to time and are caused by millions of individual

decisions by millions of individual participants in the economic proc-

ess, motivated by literally innumerable circumstances. These mod-
erate fluctuations arising from the interplay of a multitude of eco-

nomic forces are perfectly natural and require no labored explana-
tion, and in themselves they produce no disastrous results. But the

conversion of these ordinary and perfectly natural movements of ex-

pansion and contraction into wild booms and economic debacles are

mainly the result of the attempt at some periods, on the part of the

public, to claim more of the current product than corresponds to their

current money incomes, and, on the other hand, at other times the
unwillingness of contributors to the economic process to accept the
whole of their shares of the current product.

These phenomena manifest themselves in the boom phage by the
intrusion of previously hoarded money income and newly created

bank money through capital loans and investments in commercial
banks, and, in the depression phase, by the diversion of current
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money income away from the markets, away from purchase of goods
and services into hoarding and into the extinguishment of capital

loans in commercial banks.

Mr. Chairman and counsel, I think there we have the elements of

our j)roblem.

Mr. Nehemkis. Mr. Manuel, may I ask a few questions of you?
Do I understand you to say as a result of the testimony you have
just given that you recommend that people be compelled to invest

their savings?
Mr. Manuel. Certainly. The sole purpose of all economic en-

deavor is the creation of useful goods and services. If a man doesn't

desire any portion of that product he has no occasion to play in the

game.

SUGGESTIONS FOR MEETING THE PROBLEM OF HOARDING

Mv. Nehemkis. How would you enforce that compulsion ?

Mr. Manuel. That is a very difficult question. I probably can't

ansAver it. Many men have thought that it might be accomplished
through the use of perishable money of one sort or another. It is

•possible that in a country where the business is transacted mainly by
the use of paper bills, that that might be made to work. In our own
country, wdiere our business is nearly all done by bookkeeping trans-

actions through the banking system, it would be very difficult to

apply it. I presume that the best approach would be a direct attack

upon the hoarding of money income. Starting with our present

income tax procedure, perhaps, requiring each taxpayer to show, per-

liaps at the end of 90 days after the close of his taxpaying year,

that he had actually taken into the markets the current money
income shown in his statement or that he had given it or traded it

or loaned it to somebody who had assumed the obligation to do that

for him.
Mr. Nehemkis. In short, you are suggesting a kind of, what we

might call, moneyed capital tax?

Sir. Manuel. I think of it in the form of escheat, but I presume
the purpose could be accomplished by a tax of less than 100 percent.

Mr. Nehemkis. Are you prepared to advise the committee as to the

volume of excess bank reserves today ?

Mr. Manuel. They are right around $4,000,000,000.

Mr. Nehemkis. What is meant bj'^ excess bank reserves?

Mr. Manuel. The excess balances in the banks of the Federal Re-
serve System above those required by law.

Mr. Nehemkis. I would take it, Mr. Manuel, that the views you have,

just presented to the committee deviate somewhat from more orthodox
views. Is that correct 'i

Mr. Manuel. I think the notion that our prime difficulty arises from
the failure of saved income to come back through the markets for

investment is a perfectly orthodox one, and one all economists would
agree to. When it comes to the remedy, I dare say it is quite un-
orthodox. The orthodox notion of remedy seems to be that we must
create investments that are so attractive that these reluctant invest-

ors can't resist the temptation to invest their saved income in them.
Mr. Nehemkis. Are you not in effect, Mr. Manuel, suggesting a plan

that would actually discourage thrift among the American people ?
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Mr. Manuel. Not at all. Our savings and accumulations occur in

things and not in money. The 18 or 19 billion dollars we save in a

fairly good year in this country consists in durable goods. If I have
saved any of my part, it consists in some part of those durable goods.

Senator King. Your savings consist of property, does it not ?

Mr. Manuel. That is right.

Senator King. If a sheepman thinks there is going to be a very large

market for his product he will increase the number of his sheep, and
if the market drops he may have on hand perhaps double what the

demand is. Would you force him to disgorge that double and throw
it on the market or give it away? That is his capital; that is his

property.
Mr. Manuel. Not at all ; but when he sells his sheep I would expect

him to bring that part of his sale price which represented his net in-

come into the market for investment somewhere. Probably he would
invest it in new corrals or new equipment for his ranch.

Senator King. You realize, I suppose, do you not, that a large part,

perhaps the greater part, of the accumulations do not consist of money,
but they consist of property ?

Mr. Manuel. Exactly.

Senator King. And you wouldn't comi)el a disgorgement of that

property because it happened to be a product or profits ?

Mr. Manuel. Not at all. I am contending that his money income
shall be invested in that property and not hoarded either in idle de-

posits or
Senator King (interposing). Do not the greater part of your profits

consist of property—personal property, real property, and mixed

—

rather than in money ?

Mr. Manuel. Insofar as they do there is no problem. Senator. It

is only the situation where the profit consists of money and then we
sit on the money.

Senator King. Well, it consists in many instances, does it not, of
stocks which, when you purchased them, had a certain value, and
within a short time thereafter the value was greatly reduced, so that

instead of their having a profit they have a loss ?

Mr. Manuel. I am not thinking of speculative losses at all. Senator.

The thing we are principally concerned with here is how the economic
scheme itself is producing the goods and services which the consumers
enjoy, and it operates through money income.

Senator King. But doesn't your system—and I am not implying a
criticism—apply rather to what might be denominated parochial

and primitive economic situations rather than conditions that exist

in the United States, Great Britain, and other largely commercial
communities and states?

Mr. Manuel. I think the problem arises more particularly in the

latter, where the situation is so complicated we lose sight of real-

ities. In our more primitive economy people did invest their current

money income quite pl•omptl3^ They needed it. Most of them
needed it for present current purposes, and if a man had a mill

and he had some profit he was always anxious to build an addition

or improvement, and so on ; but now the investors, to quite gin extent

are divorced from the enterprise in which they invest, and clients



CONCENTRATION OF ECONOMIC POWER 3713

have no sentimental interest whatever in the institutions in which
they invest. They are interested only in a safe and profitable in-

vestment and one they believe they can convert into cash over night.
Senator King. If t properly interpret your position, you would

not favor the view some of our friends advocate : namely, whenever
prices of commodities, particularly farm commodities, fall, they
should be elevated by the Government issuing a vast sum of paper
money, and that the issue of money is to be adjusted to meet the
rise and fall of commodities, rather than by production and demand.
Mr. Manuel. I think we don't have to worry very much about

the changes in the quantity of money. That takes care of itself.

Senator King. You don't think the quantitative theory of money
absolutely determines our economy?
Mr. Manuel. I think its importance has been very greatly ex-

aggerated.
Senator King. Some of our friends contend that under the power

of the Federal Government to issue money and regulate the value
thereof, it is the duty of the Federal Government to keep on issuing
money whenever prices fall, and perhaps restrict the issuing of paper
money or any kind of money you want to call it when the reverse
takes place. You are not in favor of that view, are you?
Mr. Manuel. I am not, Senator.
Senator King. That would lead to wild inflation, would it not, and

to destruction of prices and to disequilibrium, the evil consequences
of which are not always easy to foretell?

Mr. Manuel. On the contrary, I would favor just the opposite
course; namely, I would favor prohibiting commercial banks from
monetizing iixed assets at all.

Senator King. By that you mean you would prohibit them from
loaning money upon a fine house or building?

jMr. Manuel. That is right. That is a proper use of the separate
savings and time deposits in a bank, but is not a proper use of the
commercial banking process.

Senator King. You would restrict commercial banks to legitimate
commercial transactions ?

Mr. Manuel. I would.
Senator King. Not making them investment organizations, as you

would have a real estate investment organization.
Mr. Manuel. I think that is very important, sir.

INIr. Nehemkis. Thank you, Senator.
Mr. Manuel, would the views which you have just expressed to

the committee be classified as monetary reform?
]Mr. Manuel. Not at all. I am interested only in assurance that

all those who contribute to the economic process will take their pay
in the goods and services that the process recreates.

Mr. Nehemkis. In other words, you are not advocating currency
inflation of any kind?

Mr. Manuel. Certainly not.

The Chairman. What is your definition of hoarding?
Mr. Manuel. As I have used it here, a delay in investment that

might occur by putting the money in a barrel or might occur by
leaving the money in idle deposit iii commercial banks.
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USE AND FUNCTION OF BANK DEPOSITS

The Chairman. There is a distinction, is there not, actually, be-

tween the burying of actual specie and depositing money income

in a bank ?

Mr. Manuel. There is a distinction, but it is not quite ^yhat it is

thought to be. In times of scarcity of basic money, the particular

type of hoarding through burying money has the unfortunate effect

of pulling the foundation out from under the banking structure.

The Chairman. But for the purposes of your discussion this morn-
ing you were not referring to that kind of hoarding ?

Mr. Manuel. Not at all. In my discussion, burying the money
and leaving it in commercial banks are approximatel}' the same
thing.

The Chairman. All right. Now, what control could the indi-

vidual who has saved some of his current income have over the in-

vestment of his bank deposits?

Mr. Manuel. All he has to do is to invest them.
The Chairman. You have, I suppose, some depositors in the bank

over which you preside who come to you and deposit their surplus

funds with you. Is it not so ?

Mr. Manuel. That is true, Mr. Chairman, because we, unfortu-

nately, in our country, in our banks, do two wholly different kinds

of business and get them all mixed up. We perform a savings serv-

ice, an investment service, for our savings depositors. That is one
thing, a wholly different thing from the banking process itself.

The Chairman. I am trying to separate them.
Mr. Manuel. I am with you.

The Chairman. For the purpose of clarifying this testimony, the

depositor who comes to you and deposits his surplus funds with you
makes you his agent for the purpose of investment.

Mr. Manuel. If he deposits in our savings department, he does.

The Chairman. Well, then suppose he deposits them in a current
checking account. Does he not also do- that? Does he not make
you his agent?
Mr. Manuel. No ; not for the investment of it.

The Chairman. Wliat do you do with those funds ?

Mr. Manuel. His funds consist in a credit balance on the bank's
ledger. That balance is our liability and not our asset.

The Chairman. Wliat do you do with them ?

Mr. Manuel. It is our debt. We can't do anything with them.
We owe it to him.
The Chairman. Do you do nothing with them?
Mr. Manuel. We do nothing with his deposit. That is our lia-

bility.

The Chairman. But he has deposited with you his credit, what-
ever it may be—his surplus funds. Wliat do you do with it?

Mr. Manuel. We don't have it.

The Chairman. He thinks you have it because if he sits down
the next morning and writes a check you will honor the check,

will you not?
Mr. Manuel. What does that check do? It simply transfers the

balance in his name to somebody else's in this or some other bank.
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The Chairman. But he niav make out the check to cash, where-

upon you hand him paper currency, which is merely the promise

of the Government to pay.

Mr MvNUEL. That is right, but tomorrow that money will appear

in the banking system somewhere. He spends it today and it goes

back in.
-, i i

-^

The Chairman. In other words, you do iiave it.

Mr. Manuel. We have certain reserves.
, n j

The Chairman. You have his actual claim for surplus funds.

He has transferred it to you and put it on deposit m your bank,

'

Mr U ^NUEL. He has if he put it in a savings deposit.
_

The Chairman. I am not discussing that phase of it. i am

discussing the actual case of the deposit ii^ a commercial account.

Mr. Manuel. Mr. Chairman, may I try to tell you what I think

that deposit is?

The Chairman. Certainly, certainly

!

-j .u^
Mr JkI\NUEL The function of a commercial bank is to provide the

community with a sound credit currency. It does so by monetiz-

mir
The Chairman (interposing). All right. Now, what is a credit

currency.
. , ^ n ^.i ^

Mr. Manuel. I am just going to try to tell you tnat.

The Chair^ian. All right. _ r^ -p ;fo

Mr Manuel. It does so by monetizing the sound credit of its

so-called borrowing customers; by monetizing it, I mean giving the

quality of currency to that credit, and by giving the quality ot cur-

rency to that credit, we convert it into money, but the kind of money

into which we convert it is not paper money or gold, it is credit

balances on the books of the banks which may be transferred from

person to person and place to place, and serves the purpose ot money

in the pavment of bills and in the purchase of goods.

The Chairman. And it might even be used for the construction ot

plant and durable goods?

Mr. Manuel. It might.

The Chairman. And frequently is?

Mr. Manuel. Yes ; and should not be.

The Chairman. And why not?
, , . -, p ^ • o

Mr MANUEL. Because monetization ot that kind of assets gives

us a bank money that has no honest foundation in currently created

goods and services that will presently appear m the market and re-

deem the money in the goods.
•, x, ^ ^

The Chairman. I don't quite follow you. Now, let's try to over-

simplify this and make a very rash assumption. Let s assume that

everv member of this committee deposits $1,000 at your bank, and

let's^assume that that thousand dollars deposited by each member ot

this committee represents a surplus of production by the niembei^

of the committee over consumption; in other words, a saving by each

member of this committee out of current income, and that then you

have had, assuming that all of the alternates on the committee have

also saved a thousand dollars, we may have as much as $10,000 on

deposit in your bank.
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Then there comes to your office one morning a reputable citizen

in whom you have every confidence, who tells you that he wants to

borrow $20,000 to build a certain kind of factory in which he can
produce an article which you believe the community will use, which
will produce income immediately.
Now, am I to understand from your testimony that it is not a

proper function of a commercial banker, it is not a proper act for

you, as the head of your bank, to loan this customer of yours the

$20,000 to build the factory ?

Mr. Manuel. That depends upon how you men have deposited it.

The Chairman. These are deposits in commercial checking ac-

counts.

Mr. Manuel. All right; then my answer would be no.

The Chairman. That is done.

Mr. Manuel. Yes; it is done.

The Chairman. And j^ou consider that to be an incorrect use of
savings ?

Mr. Manuel. No, Mr. Chairman; because you are not talking

about savings.

The Chairman. That is saving, isn't it? For each one of us it is

a saving, is it not ?

Mr. Manuel. Then you will put it in a savings department and
permit me to invest it for you. If you will, it is all right.

The Chairman. I am trying to clevelop some distinction between
the two, and I am unable to do so.

Mr. HiNRicHS. Isn't the distinction between the two types of de-

posit that a deposit in your savings department is an advertisement
to you by the 24 members and alternates that they are permanently
committed, or committed over a substantial period of time, to the
saving of those funds, whereas the deposit in your commercial de-

partment is an advertisement by each person that he may want to

come down to the bank the day after tomorrow and take it out
again, and that unless there is some actual distinction made, you are
unable to give a permanent commitment of the funds because you
ma}^ not be able to meet your immediate demand obligations?

Mr. Manuel. That is true, sir: but more than that is true. If I

made the loan that the chairman describes I would have created—did
you say a $10,000 loan ?

The Chairman. I was unusually optimistic. I said $20,000.

Mr. Manuel. If I made that loan, as a commercial bank, I would
have created $20,000 of new deposit liability, $20,000 of new bank
money, what, to the depositor, would be his funds in the bank. I

couldn't help making it, and actually, if you take the commercial
banking system as a whole I wouldn't have loaned these men's money
at all, but would have created between the borrower and the bank
$20,000 of new bank money. I couldn't help myself. The result of
that transaction would be the creation of a new deposit of $20,000
somewhere.

Tlie Chairman. It would be on the account of the person to whom
you loaned the money.
Mr. Manuel. Immediately.
The Chairman. So that you would have the $20,000 in each of

these $20,000 items charged against you, and you would also have
the $20,000 charged against your bank on the account of the person
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to whom you loaned the money, and your evidence of that would be

the note or whatever security the borrower gave you m return tor

^^Mi^^'manuel. That is the way banks and their borrowers create

^ThJ^CntrnMAN'. Well, now, am I to understand from you that you

think that that is an improper use of the banking function^

Mr. Manuel. Yes. May I tell you why ?
, . -^

The Chairman. Certainlv; I think we ought to develop it.

Mr MANUEL. It is an un-needed function because the saved in-

come "is always enough to finance the creation of all the capital goods

we can make. The process itself creates the savings, and it is an

unwarranted function, I think, because it has no liquidity. That

kind of bank money doesn't represent any current goods and serv-

ices that are on the way to market to redeem the money
._

The Chairman. Now, then, you discussed the possibility ot es-

cheat I gather from what you now say that you would not sug-

<rest that such a policy should apply to the actual savings of your

depositors: that is to say, to those sums which they gave to you to be

deposited on time certificates or in savings deposits and under which

you were the agent to invest.
_ . • -^ ,

Mr Manuel. Really, no problem arises because m savings it be-

comes necessary to invest it. We can't pay them interest unless

Tlie Chairman. But in your contemplation there would be no such

thing as escheat applving to that.

Uv Manufx No, sir; the saver who puts his money m a sayings

bank has taken his sole step of investment. He performed his

part. The savings bank then has assumed the obligation of invest-

ment of funds.
-, ^, 1 T J i- J ^-^

The Chairman. He has invested. Then do I understand you to

contend that the function of a commercial bank is to loan money

merelv for purposes of current consumption?
,

Mr' MANUEL. Yes; or, if you please, the function of a commercial

bank "is to create a bank monev to implement the current economic

process of creating goods for consumption. Lending is not an accu-

rate term. The borrower and the bank create these funds.

The Chairman. Congress is being besought upon every side, or at

least on numerous sides, to provide a system of insured capital loans

on the theory that it will expand industry and provide employment.

What is your opinion of that suggestion in the light of your

testimony ? „,,-,ij.^-x -i
Mr. Manuel. That is a part of the whole plan of trying to provide

a substitute for the investment of savings.
^ .. rri ^

If savino-s were invested, there would be no necessity tor it. iliat

is just one^of the devices by which we try to compensate for the fact

that savers on a large scale are now hoarding their savings

The Chairman. You see the problem that is presented to the

country, to all concerned, the banker and the person in public serv-

ice the consumer and the worker and everybody, is that apparently

the banks are bulging with money, but that money is not being

used It has been contended that the money ought to be used to

provide new industries. Now what, in your opinion, would be the

way to approach that objective, or should we approach that objective

«
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Mr. Manuel. It should be used, and it should be used by the people

who own it. That is what I am asking for, that people who own
those savings be compelled to bring them into the markets and ac-

cept their shares of the current product.

The Chairman. Now. you say the people who own the savings

should be compelled, and a moment ago we differentiated savings

—

you did at least. You made a very great difference between the sav-

ings of the person who has i:)ut his deposit on time in your bank
and the depositor who has just put it into a commercial account. As
to the former, you said he had already done his work.
Mr. Manuel. That is right.

The Chairman. As to the latter, you said his money should be
used only for current consumption, I misunderstood you then. How
are you going to use that money for plant construction without

capital loans?

Mr. Manuel. By the depositor who owns it investing it in the

new product.
The Chairman. All right. Then here are 20 of us again, each with

$1,000. It is impossible for each one of us to find a satisfactory in-

vestment for $1,000, but the 20 of us together, using you as the agent,

may find an investment for the $20,000.

Mr. Manuel. Quite probably. Then you put it into the savings

department and permit me to do that.

The Chairman. But we don't choose to do that. We follow our
habits and put it in other departments.

Mr. Manuel. We have to change our habits in that respect.

Senator King. Your view is that you are acting as a fiduciary

with respect to commercial deposits, and you must have the money
on hand at midnight and during the day so that each depositor may
come and get the amount which he deposited.

Mr. Manuel. As a practical consideration, that is right, sir.

Senator King. And the banking failures, which were so numerous,
resulted from the fact that the current deposits subject to check, sub-

ject to demand at any moment, were utilized oftentimes for plant or

for other expenditures, and when the depositor came for his money
the bank didn't have it,

Mr, Manuel. That is quite true, and it is also true that the savings

deposits were payable practically on demand, while the only invest-

ment that could be made of them was in long-time securities, which
we had practically promised to pay on demand, and, of course, we
couldn't.

Senator King. Of course, this is the situation. A large number
of people have money, and they may want to use it tomorrow, and
they are looking for investment, so they deposit it in commercial
banks, expecting that they may obtain it immediately. As a result

they don't find investments that are satisfactory, and you ma}^ have
in your bank a large accumulation of commercial deposits, and your
bank and other banks are in the same situation, as a result of which
in all of the banks there is an aggregate perhaps of several billion

dollars of call money, and it is not available for the purchase of

durable goods or for investment generally.

Mr. Manuel. Right.
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PHILOSOPHY OF IN\"ESTMENT

Senator King. Is there any way to avoid that. I have $1,000 and
don't know where to spend it. I leave it in your bank. I have
confidence in you and in the integrity of your bank whenever I

demand it. You are not going to penalize me for leaving my money
there.

Mr. Maxuel. It depends on how long it takes you to find a suitable

place and how exacting are your requirements. The general public

theory is that we must make the investment so attractive to the in-

vestor that he can't resist the temptation to invest. I am inclined to

think the thing is the other way around.
The Chairman. Isn't that the answer, that we must make the in-

vestment so attractive that the depositor cannot resist ? Is it not a
fact now that depositors all over the country are saying, "I don't

know what to put my money into."

Mr. Manuel. Quite right, Mr. Chairman, but I don't know that
you can make it so attractive. That may be quite impossible. I
think the thing is the other way around, that the investors must

. accept such investment opportunities as are available, and hope for

better opportunities. If we did, we would soon come to better ones
and those that we made that were a bit wobbly would be good.
The Chairman. Da}^ by day are your deposits much in excess of

your withdrawals ? Isn't there a rather static situation ?

Mr. ]Manuel. Yes, there is.

Senator King. So that you receive, as an illustration, $100,000 and
you pay out $100,000. You have to have, on a checking account, the
money there available to meet wliatever deposits have been made.
Mr. jNIanuel. May I recite a little incident that will illustrate

"what we are talking about. In our bank we have a small manu-
facturing customer. It is an individual business that requires very
little capital. It makes very little demands upon the owner for
capital investment. For 6 years he has allowed his earnings to

accumulate until that little manufacturer has $85,000 now in his

current checking account, the accumulation of G years of saving, and
in all that 6 years he hasn't invested a dollar, and that $85,000 has
been leached out of your economy.

Senator King. Are you going to penalize him now for his thrift, his
energy, and for developing a business which was profitable?

Mr. Manuel. Not at all ; but he must, if our money economy is to

function, invest that money. He must take his share of the product.
Senator King. Perhaps he was solicitous of obtaining a sufficient

reserve that he might expand his business, and in the seventh year or
sixth year he expanded his business by purchasing additional land or
building another structure.

Mr. Manuel. That may well be, but it can't be done. I am not
going to make him spend his profit; I am going to make him invest it.

Senator King. Even though he has to have a veiy large nest egg.
In other words, your philosophy is that the Federal Government is to
com])el me and my friends to spend our money, regardless of the fact
that we are not quite ready, and are anticipating spending it in other
lines.
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Mr. Manuel. If you mean to include investment—yes; otherwise

the portion of the product that corresponds to that current-money

income is going to pile up in somebody's warehouse.

The Chairman. Suppose we invest it in real estate. Is that satis-

factory ?

Mr.'MANUEL. No ; that is the same thing.

The Chairman. Here is your friend Avith $85,000 in your bank. As
I understood your description of his case, he has alloAved his earnings

to accumulate because he doesn't know what to do with theni.

Mr. Manuel. That is right because he isn't satisfied with what
opportunity he has.

The Chairman. Therefore, if you could make a suggestion to him
for the investment of his $85,000 he would probably follow it, would

he not?
Mr. Manuel. I presume so. I wouldn't dare do it because the rest

of the fellows are not investing their current income and our economy
is only operating on three legs.

The Chairman. That has always been the way it has operated,

hasn't it?

Mr. Manuel. Yes.

The Chairman. How would you change it ?

Mr. Manuel. I would require all recipients of current-money

income generated by the economic process to bring it back into the

markets, or to give it or trade it or lend it to somebody who would.

The Chairman. Either invest or consume is your theory.

Mr. Manuel. That is right. There are only two alternatives.

The Chairman. And there should be some method to make invest-

ment easy, certain, and safe?

Mr. Manuel. Perhaps there should be. There probably isn't any
way to make it safe. The thing I have suggested would come nearer

it than anything else I know. It certainly wouldn't be safe as long

as people are free to hoard their money income and break down the

markets.
Senator King. Then, to give an illustration of some of the prob-

lems that some of us have to meet, one of my clients, when I was
practicing law, was in the sheep business. He made $10,000 a year

for several years in profit. He felt that his business was precarious

unless he had a summer range. To acquire the summer range re-

quired the purchase of 18,000 acres of land at a cost of approximatelj'^

$150,000. He began saving each year from his operations, determined

to get a summer range. Finally he did save enough, over $100,000,

in 8 or 9 years. He added to it and invested it each year at interest,

and at the end of 8 or 9 years he had enough to buy the land . Do
you think the Government ought to penalize him each year and make
him invest that? That was a wrong course for him to pursue, was
it, according to your philosophy?

Mr. Manuel. It was perfectly proper for him to accumulate it,

but he can't accumulate it in cash without doing injury to the eco-

nomic process.

Senator King. We have, of course, different opinions respecting

that. I think it is not the purpose of the Government to compel that

man to spend that money when he desired to save it for the purchase
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of land. But, as I understand you, as to the money that is deposited

Avith your savings bank, it is proper for you to invest that.

IMr. Manuel. Yes.

Senator King. And it is perfectly proper for the depositor to have
it invested, and that investment doesn't mean its loss to the economy,
does it?

Mr. Manuel. No, certainly.

Senator King. I suppose you loan money on real estate or Gov-
ernment bonds, and so on, so that deposits, then, are all right if they

are in a savings bank, but if they are in a commercial bank they
are not?
Mr. Manuel. If they are in a commercial bank they are for

commercial purposes.

Senator King. All right.

SUGGESTED RESTRICTIONS ON THE USE OF DEMAND DEPOSITS

Representative Williams. I understand you represent a commer-
cial bank that has a time and savings deposit division. Do you keep
those entirely separate?

Mr. Manuel. Unfortunately, we cannot, under the law.

Representative Williams. What is there in the hnv tliat prevents

you from it?

Mr. Manuel. We can't distinguish our liability. The liability of

the bank to its customers is a liability of the whole bank, it is not a

liability of the savings department to savings customers and a lia-

bility of the commercial department to commercial customers.

Representative Williams. Yours is a national bank?
ISIr. Manuel. Yes, sir.

Representative Williams. Would you like any change in the law
in that respect?

^Ir. Manuel. I would like a change very much, Senator. I think
it is very important that we separate those departments and that the

liability of the savings department shall be a liability to its own
depositors and the liability of the commercial department be limited

to a liability of its depositors.

Representative Williams. Do you think that is a practical proposi-
tion for the banking fraternity all over the country?
Mr. Manuel. I can't see why it isn't.

Representative Williams. You think especially in small com-
munities a small bank, without sufficient business, could be con-
ducted along that line?

Mr. Manuel. It couldn't aifect the amount of its business at all.

The only requirement is that the two departments be conducted
separately. They could be conducted under the same management
and the same capital.

Representative Williams. Would you have a wall built between
the two departments?
Mr. Manuel. Not necessarily, not a physical wall.

Representative Williams. Would you have an entirely different
set of bookkeeping, two different funds involved?
Mr. Manuel. Yes.

124491—40—pt. 9 16
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Kepresentative Williams. I understand that you are not opposed

to the creation of banking credit for commercial purposes.

Mr. Manuel. That is right.

Kepresentative Williams. But you are for the other?

Mr. Manuel. That is right.

Representative Williams. In other words, you don't believe in this

liundred-percent-reserve theory that is going around the country.

Mr. Manuel. No. That takes the banks out of the banking

business.

Representative Williams. What does it make tliem?

Mr. Manuel. Well, instrumentalities of exchange.

Representative Williams. Simplv makes them a warehouse, doesn't

it?

Mr. Manuel. On one side, and on the other side it makes them an

instrumentality for exchange, for clearing the checks.

Representative Williams. Now, in the investment field, it is not an

individual proposition as a rule, is it? It is rather an institutional

affair, isn't it, in the broad sense of the word ?

Mr. Manuel. You mean most investments are made through

institutions ?

Representative Williams. Yes.

Mr. Manuel. A great many of them are.

Representative Williams. Where are the savings accounts now, in

general? Where are they?

Mr. Manuel. Do you mean in what form have people their savings

invested ?

Representative Williams. Yes; where are they? They are not

buried in the ground, are they ?

Mr. Manuel. No; there is $25,000,000,000 or so of them invested

through the savings banks and savings departments, and there is an-

other $20,000,000,000 invested througli life insurance companies, six

or seven billion invested through the savings and loan and building

and loan associations.

Representative Williams. They are in these various institutions

throughout the country?

Mr. Manuel. Yes.

Representative Williams. They are the ones that do the investing?

Mr. Manuel. To that extent, they are.

Representative Williams. How many individual depositors are

there; do you know?
Mr. Manuel. No; I don't know; but there are a very great many.
Mr. Nehemkis. Will you forgive me for interrupting? I was just

going to say the next witness is going to give you many of the an-

swers that you are asking. He is specifically prepared to go into

the precise points that you are raising.

Representative Williams. I have no objections. I was wondering
whether you had this information. There is a vast reservoir of sav-

ings now in these various institutions throughout the country.

Mr. Manuel. Right.
Representative Williams. Where is the outlet for those savings?

Mr. Manuel. You mean in what are they invested ?

I

I
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Representative Williams. Yes; and where is the future outlet for

tlie savings accumulated in the savings institutions? What are they
going to invest them in?

Mr. Manuel. Well, I presmne they are going to continue to invest

them in real estate, mortgages, and in municipal bonds, Government
bonds, and some corporate bonds perhaps.

Representative Williams. Is there any new field, so far as you can
see, for those investments ?

Mr. Manuel. I haven't any in mind. I think perhaps there should
be a Avidening of the legal authority to make those investments. That
might expand the investment field a little bit.

Representative Williams. Would you be in favor of enlarging it

so they could invest the funds in the common stock of industrial

concerns ?

Mr. Manuel. Well, Congressman, that leads to another problem.
If you segregate your savings in banks and introduce a sul3Stantial

element of flexibility in the obligation of the bank to its savings
depositors, then I think we could invest in good preferred stocks and
perhaps some common stocks, but we can't as long as we would be
under the hammer to return that money every time the depositor
chooses to want it.

Representative Williams. I understand that can't be done in anj-

State of the Union, can it ?

Mr. Manuel. I am not aware of any State in which it can.
Representative Williams. In other words, the investment of these

funds, well, yes, in all of them, is controlled by State legislation.

Mr. Manuel. That is true.

Representative Williams. And there isn't any State law which
permits the investment of these savings funds in common stock?
Mr. Manltel. With the exception of the New York provision that

savings may be invested in certain types of bank stocks, I think there
IS none.

Representative Williams. The only difference, after all, between
tlie commercial bank and the savings institution is simply a matter
of time, isn't it?

Mr. Manuel. I think there is an essential fundamental difference.
The savings bank is an agency for assisting people to invest their
saved income in proper securities. The commercial bank is strictly

an instrument for creating credit currency to implement the eco-
nomic process through which we do our business.

Representative Williams. But at the same time the current funds
are invested by the bank.
Mr. Manuel. Well, they are invested when they are created. When

we make the loan we make the investment and we create the deposit.
They are all one transaction.

Representative Williams. In other words, you use the individual
deposit. It fosters money to loan to somebody else.

Mr. Manuel. The depositor doesn't happen to have any money,
as a matter of fact. While any individual depositor may bring in
money, the whole deposit structure of the banking system is built
out of loans.
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Representative Williams. Well, at the same time there is an obli-

gation to pay back there just the same as in the savings institutions.

Mr. Manuel. That is right.

Representative Williams. And it is only a matter, it seems to me,
of when they mature and giving an opportunity in the savings ac-

counts to invest them in capital credit rather than in commercial
credit.

Mr. Manuel. That is a very practical view. I think there is

somewhat more to it, Mr. Congressman, but perhaps we can't get

into it here.

The Chairman. Are there any other questions ?

Senator King. What did you say the excess reserves were?
Mr. Manuel. They are a{3proximately $4,000,000,000. It varies a

little from week to week, but mostly upwards.
Senator King. That is all.

Representative Williams. What does that mean? What does the-

excess reserves mean, not the legal definition that you gave a while-

ago, but what are the possibilities?

Mr. Manuel. It represents amortization of the gold bullion out

in the Kentucky mountains.
Representative Williams. And it represents the potential credit

expansion ?

Mr. Manuel. Yes; it represents the basis of credit expansion, pos-

sible credit expansion.

Representative Williams. That is the amount of reserves over and
above the legal requirements.

Mr. Manuel. That is right.

Representative Williams. Of course, the legal requirement can't

belong; it has to stay there.

Mr. Manuel. That is right.

Mr. Meters. Have you any idea how much interest is paid annually
by banks to all depositors?

Mr. Manuel. No; I wouldn't have that figure in mind. It wouldn't
be difficult to estimate that, though, because there are about $25,000.-

000,000 of those funds and they are now bearing, I suppose, an average
of about 2 to 4 percent.

Mr. Meyers. Would that be composed of commercial savings?
]Mr. Makuel. No interest is paid on commercial savings.

Representative Williams. That applies normally to only the mem-
bers of the Federal Reserve System and the F. D. I. C.

Mr. Manuel. My figure had in mind the mutual savings banks and
the

Representative Williams (interposing). I mean with reference to

payment of interest on current accounts.

!Mr. Manuel. You mean perhaps there are some banks which could
pay interest on

Re])resentative Williams (interposing). Any commercial bank out-

side of the Federal Reserve System or the F. D. I. C. system can pay
interest on demand deposits.

Mr. Manuel. Possibly so, I don't know of any bank that does,^

possibly they can.

Representative Williams. I might say I know they can, because I

know^ thev do it and there are some 8,000 outside the System, aren't

there ?
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Mr. Manuel. No; I don't think there are that many outside the
System.

Representative Williams. You mean outside the Federal Reserve
System.
Mr. Manuel. Outside the F. D. I. C.
Representative Williams. I meant the Federal Reserve System.
Mr. Manuel. This, of course, includes the F. D. I. C. No bank

under F. D. I. C. can pay interest on checking accounts.

Representative Williams. And there are about a thousand of

those ?

Mr. Manuel. Yes ; and they are very small.

The Chairman. Any other questions. Mr. Nehemkis, if you are
ready to proceed. Thank you very much, Mr. Manuel.
Mr. Manuel. Thank you.
(Mr. Manuel was excused from the chair.)

The Chairman. At the hearing of the Temporary National Eco-
nomic Committee on March 3, 1939, following the testimony of Wil-
liam H. England, Assistant Chief Economist, summarizing the Com-
mission's report on agricultural income, certain questions were asked-
•of Dr. G. A. Stephens by Dr. A. Ford Hinrichs, member of the com-
mittee.^ In the course of this questioning Dr. Hinrichs asked if it

would be proper to have additional information on the point under
discussion introduced into the record.' This information was prom-
ised and is given in the attached statement. The statement is here-
with ordered to be inserted in the record.

(The statement referred to was marked "Exhibit No. 598" and
appears in Hearings, Part V, appendix, p. 2299.)

Mr. Nehemkis. Mr. Chairman, may it please the committee. Dr.-

Davenport has already been sworn by this committee and all I ask
leave for at this moment, so that this record in this proceedings may
be complete in itself, is to read Dr. Davenport's qualifications for the
testimony he is about to give.

The Chairman. Very well.

Mr. Nehemkis. Dr. Donald Davenport holds a doctor of phil-
osophy in economics from Columbia University. He has been asso-

ciate professor in business statistics, at the Graduate School of Busi-
ness Administration, Harvard University, since 1929. He has been
chief statistician for the New York State Joint Legislative Commit-
tee on Taxation and Retrenchment, 1922 to 1923. He has been chief
statistician for the California State Tax Commission during the
year 1928.

He is the author of the following publications

:

The first, coauthor. The Financial District of New York, published
by the Regional Plan of New York and Its Environs, 1925.
The Cost of Government in New York State; Unemployment and

the Prospects for Reemj^loyment in Massachusetts, published by the
Bureau of Business Research, Harvard University. 1936, of which he-
is coauthor. He is likewise coauthor of the volume entitled 'Tndex:
to Business Indices," published by Business Publications, Inc., Chi-
cago, 1937. The Cooperative Banks of Massachusetts, published by
the Bureau of Business Research, Harvard University, 1938.

(Senator King assumed the chair.)

1 Hearings, Part V, p. 1S26.
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TESTIMONY OF DR. DONALD H. DAVENPORT, SPECIAL ECONOMIC
CONSULTANT, INVESTMENT BANKING SECTION, SECURITIES AND
EXCHANGE COMMISSION

Mr. Nehemkis. Dr. Davenport, are you prepared to state your find-

ings and conclusions with respect to the accumulation and diffusion of

the savings of individuals?

Dr. Davenport. I am.
Mr. Nehemkis. In addition to your general knoAvledge of the sub-

ject, have you made a special study in preparation for the testimony

to be given?
Dr. Davenport. I have.

Mr. Nehemkis. Were the charts which you will identify at this time
for the committee prepared by you or under your direction?

Dr. Davenport. They were.

Mr. Nehemkis. Are they based on statistics believed to be by you
authentic and reliable?

Dr. Davenport. They are,

Mr. Nehemkis. Do the statistical tables in sujiport of the charts

embody data of similar authenticity?

Dr. Davenport, They do, Mr. Nehemkis.
Mr. Nehemkis. Are you economic consultant to the Investment

Banking Section of the Securities and Exchange Commission?
Dr. Davenport. I am.
Mr. Nehemkis. Have you discussed the testimony you are about to

give with counsel ?

Dr. Davenport. I have.

Mr. Nehemkis. Notwithstanding those discussions and your con-

nection with the Investment Banking Section, is the testimony you
are about to give to the committee your own considered findings and
conclusions ?

Dr. Davenport. It will be.

Mr. Nehemkis. Will you identify that chart, please. Dr. Davenport ?

Dr. Davenport. I identify the chart entitled "Flow of Money Income
and Expenditures."
Mr. Nehemkis. Mr. Chairman, I offer in evidence the chart just

identified by the witness. It is not exhibited. It is for the record
only.

Acting Chairman King. It may be received,

(The chart referred to was marked "Exhibit No. 599" and appears
on p. 4051.)

mechanisms or the savings process

Dr. Davenport. Mr. Chairman, I have been asked to present to you
a description of the methods and processes employed by individuals

in accumulating personal savings out of their personal incomes and
to discuss with you the mechanisms and processes by means of which
individual savings get back into circulation. The subject of business

savings has been discussed by other witnesses. My sole function is

to present the processes employed by individuals in th.e accumulation
of their savings.

I identify the chart entitled "Individual Savings Invested in Long-
Term Debts and Equities."
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Mr. Xehemkis. Mr. Chairman, I offer in evidence; the chart just

identified by the witness now exhibited in extent before the committee.

Acting Chairman King. It may be received.

(The chart referred to was marlced "Exhibit No. 600" and faces

this page.)

Dr. Davenport. This chart, Mr. Chairman, presents the various

processes that are employed by individuals in the accumulation of
their savings out of personal incomes. The titles that appear in the

boxes at the top of the chart describe the various processes that are

available to individuals to assist them in the accumulation of their

personal savings. The first process is designated as "Social security,

United States Government life insurance and all governmental pen-
sion funds." These are processes which have accumulated approxi-
mately $7,000,000,000 and are represented in that magnitude in the

bar that appears directly below that process.

The second process is that which represents the accumuhition of sav-

ings in the postal-savings departments and in addition the accumula-
tion of savings represented by the purchase of baby bon.ds by indi-

viduals, available to individuals through every post office in the
country.
Acting Chairman King. May I interrupt you? Those deposits to

which you referred on those two processes are not inactive, the savings
are not inactive?

Dr. DA^'ENP0RT. They have been immediately returned to the system
through the investment of those funds in Government bonds in the
case of postal service.

Acting Chairman King. What I am trying to get at is that you don't
want to convey the idea that those funcls in the seven billion or two
billion, whatever it is, are inactive.

Dr. Davenport. Not at all.

Mr. Nehemkis. Will you proceed ?

Dr. DA^'ENP0RT. The third process is that whicli is represented by
the payments of premiums on life insurance policies to legal reserve
life insurance companies and in addition to the fraternal life-insurance
as^-ociations. By this process assets that total over 28 billions of
dollars have been accumulated to the credit of individual policyholders.
Acting Chairman Iving. Wliat do you mean there by the words

'cash" and "other"?
Dr. Davenport. There are about $800,000,000 of cash held by the

life insurance companies, deposited by them in commercial banks.
The other assets include, among other things, about 3.5 billion dollars
Df policy loans. Then there are such things as the working equipment
3f a life-insurance office—furniture and fixtures and things of that
sort.

Acting Chairman King. Below the word "other" the column there is

3ut up into various figures. What do they represent ?

Dr. Davenport. The bar represents $28^000,000.000. It is segmented
[o show the manner in which those assets are invested, Senator King.
The colors and the cross hatchings on the bar are related to the colors
md cross hatchings that appear at the bottom of the chart and will
serve to identify the exact procedure that is followed by these com-
panies in putting this savings of individuals to work to create jobs and
:o create profits, to keep our system going.
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If I may be permitted, then, to continue the next process, it repre-

sents the accumulations of savings deposits in the mutual savings

banks. These stand today at about $11,000,000,000, and again the bar
representing that sum is segmented to show the character of invest-

ments in mutual savings banks. I might point out at this time that

the mutual savings banks also have cash which they keep on deposit

with the commercial banks. They have approximately a half a billion

dollars of cash to their credit in checking accounts which they have in

commercial banks.

The next process that is employed by individuals is the accumu-
lation of their savings in the savings departments, the thrift depart-

ments, or the special interest departments, as they are sometimes

called in the commercial banks, those deposits which the previous

witness identified as being ear-marked for investments. They ac-

count at the present time for approximately 14 or 15 billions of

dollars, the so-called time and savings deposits of commercial banks.

The bar immediately to the right represents the total demand de-

posits of commercial banks. As the previous witness has indicated,

some of these deposits have also become invested in fixed plant and
assets of our business enterprises.

Mr. Nehemkis. Will you point to that bar?

Dr. Davenport. That is this bar, "Balances in demand deposits,"

and here to the left is the bar that represents savings deposits in

commercial banks. Both of these bars are segmented to show some-
thing of the disposition of those assets held by the commercial banks.

It is a matter of opinion how you might allocate those investments.

We would ordinarily think that long-term investments, loans on real

estate perhaps, the bonds of public utilities, bonds of railroads, the

bonds of industrial corporations. Government bonds, would be the

kind of investments that it would be appropriate to make with the

savings deposits, so we have put those types of investments into this

first bar. There still remains a considerable portion of Government
bondsl over and above what has been accounted for in the first bar
that represents the savings deposits in these thrift accounts.

Mr. Nehemkis. Will you proceed with the next reservoir?

Dr. Davenport. The next reservoir of savings, Mr. Counsel, is a

reservoir that we don't know a great deal about in absolute magni-
tude. We do know that individuals can invest directly, they can
buy bonds; you and your colleagues with a thousand dollars apiece

might have bought a thousand dollar bond, each one of you, but there

are no figures that we have that would indicate those investments in

equities on the part of individuals. We have indicated it as a process.

The next process is represented by the accumulations of savings in

the savings and loan associations. Sometimes these associations are

known as building and loan associations. In Massachusetts they are

called cooperative banks, but they are essentially the same thing, and
they represent approximately $5,000,000,000 of assets, practically all

of them invested in mortgages on urban real estate, principally

mortgages on homes.
I would call attention to the fact that these processes are processes

which channel the savings of individuals into what we have termed
internal lono; term debts. These savings are primarily ticketed for
investment m Government bonds, in the bonds of State and local

municipalities, in the bonds of the railroads, the bonds of the public
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utilities, the bonds of our industrial corporations, or they may go
into the mortgages on our farms, the mortgages on our homes, and the

mortgages on other urban real estate.

Acting Chairman King. Has an attempt been made to classify

those mortgages, those obligations, to determine what mortgages
on homes represent, farms, and so on ?

Dr. Da^-enport. We have that. The magnitudes that are repre-

sented by the bars that appear at the bottom of the chart are pro-
portional to the outstanding debts. This bar of Federal debt, for

example, goes up to about $44,000,000,000. The light section at the

top of it represents the guaranteed obligations of the United States

Government, and the heavy section at the bottom represents the
direct obligations of the United States Government. In addition we
have about $18,000,000,000 of State and local bonds outstanding; we
have approximately $12,000,000,000 of the bonds of railroads, and
about $14,000,000,000 of public utility bonds; industrial bonds ap-
proximate about $8,000,000,000.

The farm mortgages outstanding are a little over $7,000,000,000 at

the present time. The nonfarm home mortgages, I think, run about
$17,000,000,000. The other mortgages on other urban real estate look
about $11,000,000,000. The aggregate of the long-term internal debts
of the country approximate $131,000,000,000. That includes the debts
of the governmental units, the United States Government, our rail-

roads, public utilities, farms, homes, and industries.

Mr. Nehemkis. May I interrupt you for a moment ? I take it that
you are not discussing intercompany investments. Is that correct?

Dr. Davenport. That is right, Mr. Nehemkis. With respect to the
bonds that company holding is not as significant as it is in the case

oi ownership of stocks.

Now, if you will permit me to continue with the description of the
savings processes available as reservoirs to receive the savings of
individual citizens, I point to a bar about which we know verj- little.

This process is described as the amount of money that is being en-

:rusted to private and corporate trustees.

Mr. Nehemkis. Dr. Davenport, it seems to me rather extraordinary
'hat the bar which you have outlined there with the huge question
mark, according to the statement you have just made to the commit-
:ee, seems unknown. In your juclgment, what would you hazard to

36 a guess as to the amount of assets that might be included in that
bar?

Dr. Davenport. Our own staff in the Trading and Exchange Divi-
don of the Securities and Exchange Commission has gone on record
naking an estimate of approximately $50,000,000,000 as the total

imount of wealth controlled by individual and corporate trustees.

There is no central authority that collects the information concern-
ng these trustees.

Mr. Nehemkis. Professor Davenport, if my memory serves me cor-
rectly, you have already testified before this committee that, roughly
speaking, the aggregate assets of the legal reserve life insurance com-
Danies was in the neighborhood of $26,000,000,000.^ Is that correct ?
" Dr. Davenport. Approximately $28,000,000,000 for 1938, I would
;ay.

1 See "Exhibit No. 221," Hearings, Part IV, pp. 1189 and 1513.
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Mr. Nehemkis. In other words, the assets entrusted to corporate

and individual trustees is twice the size of the assets of the legal

reserve life companies. Is that correct ?

Dr. Davenport. Not quite twice the size.

Mr. Nehemkis. But roughly speaking?
Dr. Davenport. Roughly speaking, you might say twice the size.

We don't know what the absolute magnitude is; it may be 50, it may
be 40, it may be 60.

Mr. Nehemkis. So that we have here in this bar, which you are

now directing the committee's attention to, perhaps the largest aggre-

gate of wealth in this country.

Dr. Davenport. Yes ; I think that would be correct to say that the

amounts of wealth controlled by private and corporate trustees is

probably greater than the amount controlled by any one of the other

processes listed.

Mr. Nehemkis. Let me ask you. Dr. Davenport, do the trustees,

corporate or individual, do any reporting as to how the assets are

invested, either to State authorities or to the Federal authorities?

Dr. Davenport. It is my understanding that the attorneys general

of various States make periodic examinations of the activities of these

trustees. We do have, in the case of the national banks, which have
permission to open up trust departments, reports made to the Comp-
troller of the Currency, and he makes a report. The national banks,

however, have never gone in in any big way to the trust business.

Most of the trust business is concentratecl in tlie control of the State

trust companies and the State banks. We do know that the national

banks that have trust departments—and it is my recollection that

only about a thousand of them have such trust powers—aggregate
assets of about $10,000,000,000. There is no central authority that

has the complete figures of the activities of these trustees.

Mr. Nehemkis. In other words, Dr. Davenport, if I understand
your testimony correctly, with respect to one of the largest single

aggregates of wealth in this country we really have no adequate sys-

tem of public reporting. Is that a fair statement?

Dr. Davenport. I am willing to make that statement
;
yes.

Mr. Nehemkis. Very well, sir. Will you proceed?
Acting Chairman King. Is that quite accurate, in view of the fact

that these trust companies are corporations in the main and they

exist under State laws, under separate State control and State exam-
inations. State regulation?

Dr. Davenport. They are periodically examined by the State bank-
ing commissioners; that is correct; but there is no reporting by those

State authorities of the disposition of the assets under the control of

the trustees, so we have no way of knowing.
Acting Chairman Kino. They have State charters?

Dr. Da\t.nport. Yes; they have State charters.

Acting Chairman King. And the charters, of course, are issued by
the State, and the corporations are under the control of the State,

Do not the States make investigations of their solvency and under-

stand what their reserves are, whether they are measuring, up to the

requirements of the charters and the regulations of the State?

Dr. Davenport. We should segregate the activities of the trust

companies into two parts. They are commercial banks ; they receive

money on deposit—savings or time deposits; they also receive money
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which becomes a demand deposit; that is the bulk of their commer-
cial banking activity, and that is reported very completely.

Acting Chairman King. Are the commercial banks included in this

column to which you have just referred?

Dr. Davenport. But with respect solely to their trust activities,

which is quite separate and distinct from their banking activities.

It is their trust activities which this process refers to.

Mr. Nehemkis. Dr. Davenport, I want to recall you for a moment
to tlie unknown bar, the question mark bar. Is it correct that State

superintendents have no concern with the administration of trusts

unless and until representation is made to such departments that

•there has been a breach of fiduciary relationship arising from that

trust? Is that correct, sir?

Dr. Davenport. I have been so informed by competent legal

authority.

Mr. Nehemkis. Will you proceed, please, Dr. Davenport, to your
next reservoir?

Representative Williams. Just in that connection, isn't it a fact

that those trusts are administered under jurisdiction of some kind
of court?

Dr. Daa^enport. Not always. If they have been created by court

action, that is so, but court action is not necessary to create those

trusts. It is only when someone alleges a breach of the trust that

the court comes in to determine what the trustee has done with the

funds.

Mr, Nehemkis. In other words, Dr. Davenport, in response to the

Congressman's question, it may perhaps be said that courts do or do
not exercise jurisdiction, depending upon the circumstances of the

individual trust.

Dr. Da-\tenport. I think that is right.

Mr. HiNRiCHS. Just one question in connection with that bar. You
spoke of the lack of reporting. The accuracy of the reports in con-

nection with mutual savings banks, for example, arises out of the

fact that reporting is incident to supervision.

Dr. Davenport. To State regulation.

Mr. HiNRiCHS. To State regulation, and when you speak of a
central authority you don't necessarily mean a single center, but
rather reports to inspecting authorities.

Dr. Davenport. Inspecting authorities wherever they may be
located.

Mr. Nehemkis. Dr. Davenport, in connection with the question

put to you a moment ago by Congressman Williams, is it a fact that

many trusts are never administered or supervised by a court at any
time in their life history?

Dr. Davenport. I am quite sure that would be true of a great many
individual trusts, and I suspect that it is also true of a great many
trusts that are given over, estates that are given over to a corporate

trustee.

Acting Chairman King. The trusts are compelled, are they not,

mider the State and Federal laws, to submit reports for tax purposes?
Dr. Davenport. That is my understanding, sir.

Acting Chairman King. So the Government can ascertain the
character of operations and profits and losses of respective trusts.
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Dr. Davenport. They are interested merely, I take it, from the

point of view of getting revenue.

Acting Chairman King. Yes; for tax purposes, the same as the

States,

Dr. Davenport. The States that have that type of taxation.

Acting Chairman King. So that the Federal Government and the

States, by the tax laws which they have, can learn and do learn some-
thing of the financial character, the earnings, losses, and so on, of

these trusts.

Dr. Davenport. But we don't know the total amount of wealth that

is contained in this particular type of reservoir,

Mr. Nehemkis. In other words, Mr. Davenport, the reports that

are made available in connection with tax purposes relate to income
but not to capital assets.

Dr. DA^^NP0RT. Not to capital assets or to the method in which
they have been invested.

(Representative Williams took the chair.)

Acting Chairman Williams. Proceed.

Dr. Davenport. The remaining processes available to individuals,

the processes depicted on the chart, ^ are, in order: Investment trusts

and insurance companies other than life insurance companies—the

fire insurance companies and the marine and casualty insurance

companies operate on principles that are very similar to the prin-

ciples followed by investment trusts.

Acting Chairman Williams. Briefly, what is an investment trust?

Dr. Davenport. It is a corporation that receives money from the

sale of its own securities, which it then invests in the securities of

other types of corporations. It is a savings process ; it is very similar

in type to the mutual savings bank, except that in the mutual savings

bank the depositor gets a passbook instead of a certificate which
entitles him to participate in the profits of the investment trust

Moreover, in the case of the savings bank the depositor has the right

to withdraw his entire savings directly from the savings bank. Ir

the case of the investment trust no such right ordinarily exists, D
the stockholder in an investment trust washes to withdraAv the mone>
that he put in the investment trust it is necessary for him usually tc

sell his participating security in the market.
Acting Chairman Williams. Are those investments stocks and

bonds both?
Dr. Davenport. Typically they are not; they are in stocks, so w(

have shown this bar colored and segmented in such a wav as tc

indicate that practically the total of the $8,000,000,000 held in these

processes is invested in the stocks of railroads, public utilities, indus
trial plants, and miscellaneous corporations.

Again, just as we had the possibility that an individual might pul

his savings directly in the purchase of a bond or a mortgage, it if

possible for an individual to put his savings in the outright owner
ship of stock. We have rejiresented that process by this bar, anc

again we have no information as to tlie total stockholdings oi

individuals.

The last process shows the investment of individuals in the dired

ownership of real property, and again our information is almos

1 See "Exhibit No. 600," supra, facing p. 3727.
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totally lacking as to the amounts of wealth, savings, that have been

accumulated through the direct outright ownership on the part of

individuals of real property.

Mr. Nehemkis. Dr. Davenport, as I understand your testimony,

Individuals, when they place their savings in the reservoirs which
vou have already indicated to the committee, ultimately land up in

:wo kinds of investment, long-term debts and equities which you have
just described. Now, I notice that your chart contains several blocks

?haracterized as "marketing mechanism." What does that mean?
Dr. Davenport. This is the mechanism that is employed, the market-

ing machinery that is employed, by the institutions that accumulate

:he savings fund, the great reservoirs of savings, in investing those

funds in the securities that are available to them. For example, we
lave represented this marketing mechanism here as the one that is

employed in selling bonds to the savings institutions; it would include

he New York Stock Exchange, brokers, investment bankers, and those

people who are emj^loyed in the capital market.

Mr. Nehemkis. That is the traditional way by which an individual

3uts his savings into an investment function.

Dr. Davenport. That is correct.

]Mr. Nehemkis. I also notice you liave three lines separately colored

•vhich bypass the traditional methods that you have just indicated.

Will you point to the lines that I am suggesting?

Dr. Da\^nport. You refer to this broken line. It indicates a bypass
iround the marketing mechanism.
Mr. Nehemkis. What does that mean?
Dr. Davenport. That means that in many instances it is possible for

hese savings institutions to ignore the capital market and to go
lirectly to the industrial corporation that needs money and make a

oan directly to that corporation. In the case of the postal savings it

neans that the postal savings are directly invested by the post office

n bonds of the United States Government without paying any broker-

ige commissions. That bypass is present in all three of these market-
ng mechanisms—the marketing mechanism that we referred to in the

ilistribution of bonds, the mechanism that has been set up for the

listribution of mortgages, and also for the distribution of stocks.

I should like to call the attention of the committee to the close rela-

iunship that exists between the savings that are accumulated by
ndividuals and the debts of the United States Government, the States,

md the local governmental bodies, the railroads, public utilities, the

lebts of the farmers represented by the mortgages on their farms, the

mortgages on our homes, the mortgages on our large city buildings.

Ihese are debts upon which the savings mechanism has a prior lien.

riiey are by law typically restricted to investment in such types of

;lebts. If the savings mechanisms, the savings reservoirs, grow, the

money accumulated in those reservoirs must find an outlet in invest-

ment in the bonds and mortgages of our productive plants in this

country.

Acting Chairman Williams. Would you advocate the purchase of

stocks also?

Dr. Davenport. Already, Mr. Chairman, the insurance companies
have prevailed upon the insurance commissioner of New York
State and the Legislature of New York State to permit them to in-

vest in preferred stocks that are guaranteed, and I understand that
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there may be some loosening of restrictions to permit investment in the

common stocks of corporations that do not. have any outstanding
bonded debt.

Mr. Nehemkis. Dr. Davenport, is it your understanding that on
Tuesday morning the Honorable William R. White, superintendent of

banks of the State of New York, will apj^ear before this committee to

give evidence on the question just asked of you? ^

Dr. Davenport. That is my understanding, Mr. Chairman. In view
of that, perhaps further elaboration of your question would be unwise.

The sum total of the long term debts is approximately $131,000.-

000,000. The sum total of the savings of individuals accumulated in

these reservoirs of credit is now approximately $70,000,000,000. In
other w^ords, $70,000,000,000 being accumulated in these reservoirs,

the reservoirs that are channeled to investment in a sum total of

approximately 131 millions of debt. The balance of the bonds and
mortgages that are not held in the 70 billions held in these institutions

is held by individuals as individuals, by some of the large founda-
tions and charitable institutions, and so on; or, I might add, by tlie

commercial banks, if you merely consider their commercial demand
deposit activities.

Mr.- Nehemkis. Does that conclude your remarks with reference

to that particular part ?

Dr. Davenport. I am now prepared to pass on to the next chart.

Mr. HiNRicHS. Merely one incidental question. Those three bars
that end in a jagged line with a question mark, the height of those

bars is of no sginificance at all ?

Dr. Davenport. The height is of no significance at all. They
merel}- represent the fact that the process exists. We know nothing
about the relative magnitude of the funds so held.

The next chart presents growth of savings institutions in the

United States, 1910-38.

Mr. Nehemkis. Mr. Chairman, I offer in evidence the chart just

identified by the witness, together with the supporting table for such
chart.

Acting Chairman Williams. It may be admitted.
(The chart referred to was marked ''Exhibit No. 601" and appears

en p. 3735. The statistical data on which this chart and "Exhibit No.
602" are based are included in the appendix on p. 4052.)

GROWTH IN THE VOLUME OF SAVINGS HELD BY SELECTED SAVINGS
institutions, 1910-1938

Dr. Davenport. This chart accumulates from 1910 to 1938 the

funds that have been saved by individuals in the savings processes

described in the previous chart, those savings processes of the great

savings institutions, the savings of which are channeled into the

investment of long term internal debts.

In 1910 this total was made up almost entirely of four processes.

The process that is shown at the bottom is the process of savings

through life-insurance companies; that is represented on the large

chart in red. The time deposits, savings, and thrift accounts in the

1 For Mr. White's testimony see infra, pp. 3792-3808.
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Exhibit No. 601
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commercial banks is represented in the next segment on the chart

colored in blue on the large chart. The mutual savings bank process

is represented in a purple color, and the green represents the amounts
accumulated by the building and loan associations. These four proc-

esses accounted for the total of approximately $16,000,000,000 in 1910,

The growth in the total is shown by the area under the top line.

It grew to approximately $61,000,000,000 in 1931, tlie peak in the

period j)rior to the great depression. The total dropped from that

$61,000,000,000 to approximately $54,000,000,000 in 1933. This drop
is represented in the decline in the colored section of the chart. From
that low point in 1933 it has since risen to a total which is now a littlf^

over $69,000,000,000,

Mr. Nehemkis. Dr. Davenport, I call your attention to the area

blocked off in red. I notice there that in contrast with the other

segments—time deposits, the mutual savings banks, and so on—we
have only a very slight decline for the depression year. How do you
explain that?

Dr, Davenport, There was no decline, Mr, Counselor, in the assets

of the life insurance companies in the depression years. All you can
say is that there was a diminution of the rate of increase,

Mr. Nehemkis. In other words, depression or no depression, the

assets of the insurance companies are mounting steadily upward and
upward ?

Dr. Davenport. There is no question about the fact that the life-

insurance companies are a unique institution for the accumulation of
savings. They show no diminution in absolute assets, only a slight

retardation in their rate of accumulation during the depression, and
they stand today at their highest point on record and account for

a total of a]-)proximately $:28.000.000,000 out of the total amount of
$69,000,000,000.

Mr. HiNRiCHS. Dr, Davenport, Mr. Nehemkis, in speaking of the

decline in the other types of savings, referred really to a mechanical
characteristic of the chart, didn't he; the dip in those higher figures

is due to the fact that time deposits themselves went down materially
and would carr}^ all the other figures down ?

Dr. Davenport, I have a subsidiary chart here which will answer
your question directly—the one that M'as previously introduced at the
time of the insurance hearings.^ It will not be necessary to introduce
it into the record, but it will satisfy the point that you are now
raising.

In this chart each one of these main principal savings institutions

is represented by a separate line plotted from the base instead of
accumulated, to show^ the great sweep in the total. Tins enables us to
trace the history of each one of these institutions. The heavy black
line is the line that shows the assets of the life insurance companies
and shows no drop, as you see, in the period of the depression. The
black and red dashed line that appears next in order of magnitude
represents the savings deposits in the commercial banks. There was
a sharp decline in those savings deposits as commercial banks were
closed and as savings were withdrawn by people whose incomes had
been curtailed during the depression. You note that since the low
point was reached in 1933 these savings accumulations have in-

1 See "Exhibit No. 221," Hearings, Part IV, p. 1189.
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reasecl, but not to their previous total. In the case of the savings

lanks represented by the black and white dashed line, you find a

lower growth, a slighter decline ; there were very few savings banks
hat were closed up at the time of the depression, and since then an
ncrease to an all time peak.
The building and loan associations, represented by another black
nd white line, lower down on the chart, show a rise to a peak in 1930
dien they had approximately $9,000,000,000, and then a sharp drop
about $6,000,000,000, where they stand at the present time. Many

'f the building and loan associations were put into bankruptcy, as

ou know.
I should like to give you, while we are still talking about this

ame subject, another chart which compares the relative magnitudes
if the savings held by these great institutions in 3 years—each of

years, 1920, 1930, and 1938. This chart is entitled "Comparison of

^Lssets in Savings Institutions."

Mv. Nehemkis. Mr. Chairman, I offer in evidence the chart just

dentified by the witness.
• Acting Chairman Williams. It may be received.

(The chart referred to was marked "Exhibit No. 602" and appears
•n p. 3738. The statistical data on which this chart and "Exhibit No.
01"' are based are included in the appendix on p. 4052.)

Dr. Davenport. Here are three bars. The first bar represents

920, the second 1930, and the third the present situation as revealed

t the end of 1938. The scale runs from zero at the bottom to 70
lillions at the top. Each bar is broken up into parts, and those

arts are proportional to the amounts represented by the different

nstitutions. They are colored and cross hatched in a way to iden-

ify the institutions. The red segment at the bottom represents life

nsurance assets. In 1920, life insurance assets amounted to 7.3

dllion dollars. By 1930 it had grown to 18.9 billion dollars.

Similarly the next segment, the blue one, represents mutual sav-

ngs banks.
Acting Chairman Williams. You might distinguish that out and
ompare it with 1938.

Dr. Davenport. I would prefer, Mr. Chairman, if j^ou don't object,

o take 1920 and 1930, and then later take up 1938, because I am
'ery much interested in bringing out the expansion in each one of

hese processes that took place in the decade of 1920, the decade
aarked by sustained prosperity, the decade that showed an increase

n the total savings of individuals from the high-income level that

vas maintained throughout that period.

The savings deposits in commercial banks rose from 10 billion

iollars in 1920 to 19.1 billion in 1930.

The mutual savings banks, represented by the purple, the next
)lock, increased from 5.6 to 10.3 billion dollars in this decade of
prosperity.

The next one up, the building and loan associations, staged per-

laps the most dramatic increases. From 2.5 billion dollars they rose
.n their total assets to 8.8 billion dollars in this decade.
Three other segments, tiny segments that appear at the top of this

3ar of 1920, represent the governmental pension and life-insurance
funds, of the United States Government life insurance on the lives

3f veterans, the pension funds of the civil service of the various State
124491—iO—pt. 9 17
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and municipal governments. They were relatively insignificant in

1920. accounting for about $200,000,000.

Postal savings is another $250,000,000, relatively insignificant.

There were no baby bonds in 1920.

Fraternal organizations that issue life insurance of a type had
about $300,000,000. By 1930 these three processes had risen to about

$3,000,000,000, and the total of funds that belonged to individuals,

funds that they had saved out of their individual incomes, stood at

about $60,000,0*00,000 on the eve of our great depression.

The depression that struck us the latter part of 1929 carried the

assets of the savings institutions down to $54,000,000,000. They were
withdraAvn, some of them were frozen, some of the commercial banks
went bankrupt, some of the building and loan associations passed out

of existence, but the total assets of these institutions that were in

operation at the depth of the depression amounted to about

$54,000,000,000.

Since then an increase has been staged from the low point of the

depression, about here if you put in a bar for 1933; we have added
$15,000,000,000 since 1933. In 5 years' time we have increased the

assets of these savings institutions by about $15,000,000,000, which
brings them up to their all-time peak of $69,000,000,000.

Now it is very interesting to see the changes that have taken
place in the relative importance of the different institutions. Life
insurance has continued to grow and now constitutes the biggest

single process that is involved. $28,000,000,000 of funds are held in

the assets of the life insurance companies for the credit of the policy-
hiolders.

The commercial banks are not as important in the holdings of
savings of individual depositors. Time deposits have dropped from
1930, when they stood at $19,000,000,000, to about 14.4 billion dollars.

The mutual savings banks are a little more important now than
they were in 1930; in 1930 they had 10.3 billions, today they hold 11.6

billion dollars. The building and loan associations, which held 8.8

billion in 1930, now hold 5.7 billion.

I call your attention to the fact that the increase between 1930
and 1938 in the assets of the life insurance companies is approxi-
mately equal to the increase in the total. If you will, the expansion in

the life insurance companies has compensated for the decline in the
savings departments of commercial banks and the decline in the
assets of the building and loan associations. Mutual savings banks
have helped to compensate for those declines; their assets have in-

creased only about 1.3 billion dollars in this 8-year period.
I should particularly like, however, for the committee to notice

the comparable expansion that has taken place in the importance
of the three processes which were so unimportant in 1920 and rela-

tively of little importance in 1930—the governmental pension funds
and governmental life-insurance funds; that is, the total of our civil-

service pension funds, the social security fund, the funds held in the
railroad retirement account, the funds held in the civil-service retire-

ment account, plus the funds that are held by States and munici-
palities for their own employees' retirement pension. They now con-
stitute 6.2 billion dollars. In addition, the postal savings and baby
bonds have expanded to a point where together they account for 2.5

billion dollars.
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At a later point in my testimony I should like to revert to some of

the reasons for this rapid expansion that took place between 1920

and 1930.

Mr. Nehemkis. Dr. Davenport, as these savings continually rise to

higher and higher levels, you are, of course, confronted with the task

of finding outlets for them in enterprises ?

Dr. Davenport. Very decidedly. If these savings are to be fruit-

ful, they have to be used, they have to be invested ; they have to be
invested in plant, equipment, tools, machinery, in such a way that

they will provide jobs and produce commodities and services for the

community. If they are not invested they are sterile. You can't pay
interest on funds that are sterile.

Mr. Nehemkis. Does that conclude your testimony, sir, on that par-

ticular chart ?

Mr. HiNRiCHS. Dr. Davenport, you mentioned more or less in pass-

ing that 6.2 in Government pension and life-insurance funds. One
of the very powerful contributing factors was the introduction of a

totally new savings process, wasn't it, with the development of the

social-security accumulations? That is included in the 6.2?

Dr. Davenport. That is a point that I should like to emphasize,

it rose from 1.9 to 6.2, and in the previous decade, 1920, that process

was piddling; it accounted for just small change, 200 million dollars.

Mr. Nehemkis. Mr. Chairman, if it is the pleasure of the committee,

I request that we adjourn at this time.

(Whereupon, at 12:35 p. m. a recess was taken until 2': 30 p. m. of

the same day.)

afternoon session

The committee resumed at 2 : 40 o'clock on the expiration of the

recess.

(Senator O'Mahoney resumed the chair.)

The Chairman. The committee will please come to order.

Mr. Nehemkis, are you ready to proceed ?

Mr. Nehemkis. I am, sir.

The Chairman. Very well.

Mr. Nehemkis. Dr. Davenport, will you continue at the point you
left off this morning, please.

Dr. Davenport. Just before the committee adjourned we were dis-

cussing the chart ^ before j^ou which shows the comparison of assets

in savings institutions and I had drawn your attention to the fact

that between 1930 and 1938 there was an' increase of $8,000,000,000
that had accumulated in these reservoirs of credit, these reservoirs of
savings, to the credit of the individual savers of the country.
Now it is significant to remember that at the depths of the depres-

sion in 1933 the total of the savings in these reservoirs had dropped
to a point about $54,000,000,000 and since 1933 we have added indi-

vidual savings in these reservoirs to the amount of $15,000,000^000.
In other words, in the great savings institutions individual citizens

had poured out of current national incomes in this 5-year period
savings at the rate of $3,000,000,000 a year.

The Chairman. That is from 1933 to 1938, inclusive?
Dr. Davenport. That is right, sir, in that 5-year period.

1 See "Exhibit No. 602," supra, p. 3738.
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The Chairman. And the savings institutions to which you refer

are legal reserve life insurance, the savings deposits of commercial

banksj" mutual savings, building and loan associations, Government
pensions, and life insurance funds, postal savings and baby bonds
and fraternal organizations.

Dr. Davenport. That is right, sir.

SPIRIT OF THRIFT NOT DECLINING

Mr. Nehemkis. Dr. Davenport, isn't the testimony that you have
just given to the committee contradictory to the statement of the

Cleveland Trust Co. Business Bulletin to the effect that the spirit of

thrift in this country was declining?

Dr. Davenport. It is, Mr. Nehemkis.
Mr. Nehemkis. How do you explain that contradiction?

Dr. Davenport. The Cleveland Trust Co. Bulletin of March 15,

1938, published an article ^ in which the conclusion was drawn that

the spirit of thrift in the United States was declining. The bulletin

measured thrift by the relation of the face amount of new life insur-

ance issued to the national income. It was pointed out that the new
ordinary insurance written as a percentage of the national income
had increased steadily from 1919 through 1932. After 1932, how-
ever, the percentage of new ordinary insurance written to the national

income fell steadily, from 15.4 percent in 1932 to 9.4 percent in 1938.

(Representative Williams assumed the chair.)

Dr. Da-venport. The author of this article concluded that this

meant a decline of thrift. He continued that [reading from "Exhibit
No. 603"] :

Representatives of life-insurance companies offer two chief explanations of
these developments. One is that people have too little faith in the future of the
dollar to be vpilling to make present sacrifices in return for payments which
w^ill be received many years hence. The other explanation is that people con-
sider present thrift unnecessary, because they think that the Government will

always take care of everybody through social security and relief payments.

Mr. Nehemkis. Would you care to reveal to the committee the
name of the author of that statement ?

Dr. Davenport. It is generally supposed that Col. Leonard P.
Ayres is the author of the articles that appear in the Cleveland
Trust Co.'s business bulletin.

Mr. Nehemkis. And according to the testimony you have just

given to this committee, that statement is clearly erroneous.
Dr. Davenport. That is right,

Mr. Nehemkis. Are you prepared to proceed, Dr. Davenport?
Dr. Davenport. Although these explanations were attributed by

the bulletin to representatives of life insurance companies, they were
immediately disputed by Mr. M. A. Linton, president of the "Provi-
dent Mutual Life Insurance Co. of Philadelphia, autlior of many
significant and stimulating articles on the subject of life insurance.
In a letter to the Nevv^ YoVk Herald Tribune, dated April 12, 1939,^
commenting on this editorial which appeared as the result of the
aiiicle in the Cleveland Trust Co. bulletin. This editorial that
appeared in the Herald Tribune was entitled "The Eclipse of

1 Later introduced as "Exhibit No. 60.3." See appendix, p. 4052.
2 Subsequently entered as "Exiiibit No. 605," see appendix, p. 4054.
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Saving." ^ Mr. Linton, in answering this editorial, pointed out tliat

[reading from "Exhibit No. 605"] :

^

Life iusurance differs from most other things purchased by the public in

that almost all of it requires the payment year after year of renewal premiums
if the insurance is to remain in force. As national income falls the margin
of income available for savings declines sharply and policyholders find diffi-

culty in maintaining the insurance they already have in force. Under such
conditions a measure of their confidence in the institution of life insurance
would more properly be the relation to national income of the total amount
of premiums being paid to life-insurance companies.

I am in complete agreement with Mr. Linton's criticism.

In the April 15 issue of the Business Bulletin of the ClevelaiKl

Trust Co.
Mr. Frank (interposing). April 15, 1939?
Dr. Davenport. 1939, Mr. Frank—an attempt was made to meet

the criticisms of Mr. Linton and others. A graph was presented

of the total of premiums paid on ordinary life insurance and on all

other life insurance. The article mentioned the fact that the total

premiums paid on all forms of life insurance amounted to 6.3 percent

of national income paid out in 1933, 4.5 percent in 1937, and 4.9

percent in 1938.

For some rea.son, the author failed to use the method of analysis

presented in the March 15 issue of that bulletin. He did not relate

premiums paid to life insurance companies to the national income
before and after the depression, and to this extent he did not answer
Mr. Linton's criticism.

Mr. HiNRicHS. Mr. Davenport, in that connection, while it is very
dangerous not to continue a series and take in a full historical retro-

spect, I suppose what you mean by your statement with reference to

the reason is connected with the fact that the article of the Herald
Tribune appeared on the 12th and the Business Bulletin appeared
on the 15th and you are really implying that it might have been
better to wait until May, other than the inadequacy of the thing
itself.

Dr. Davenport. Numerous letters apparently were sent to the Busi-
ness Bulletin's editor calling his attention to the injustice that he
had done life insurance companies, so undoubtedly they had more
notice than would have been implied by the date of the letter that

appeared in the Herald Tribune.
I should like to present the data which Mr. Linton may not have

had the space to include in his letter in the New York Herald
Tribune. It is perfectly clear that the total of the premiums paid
for all types of life insurance was substantially higher in 1937 and
in 1938 than it had ever been in the history of the country.
Mr. Frank. That is an absolute as distinguished from a relative

figure.

Dr. Davenport. Yes. These premiums were only $1,400,000,000

in 1920, $3,400,000,000 in 1929, $3,300,000,000 in 1933, and $3,800,-

000,000 in 1937—three billion eight in '37, three billioii three in '33,

in '29 three billion four.- If we divide the premiums paid on ordi-

nary life insurance and premiums paid on all other life- insurance,

we discover two things: First, premiums paid on ordinary life in-

1 Subsequently entered as "Exhibit No. 604,"' .see aiUJeudix, p. 40.j3.
- See "Exhibit No. 006," apiJendix, p. 40.5.5.
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suraiice increased during tlie 1920's, they decreased from 1930 to

1933, they increased somewhat after 1933, although they did not

reach the" peak attained in 1929
;
yet they were substantially above

the averaoe for the good years, 1926 through 1929. Second, pre-

miums paid on other forms of life insurance, other than the ordi-

nary life insurance, principally industrial insurance, group insurance,

and' ainiuities, increased more rapidly during the 1930's than the

premiums on ordinary life insurance. These premiums paid de-

creased slightly in 1932 and then began another uninterrupted rise,

a rise which is still continuing.

In summary, premiums paid on all forms of insurance stand at

the highest point in our history. Premiums paid on ordinary life

insurance are somewhat lower than in 1929, but far above the

average for the decade 1921-29, and premiums paid on all other

life insurance are still increasing very rapidly.

Now, let us consider how much individuals saved in this man-
ner, in this process of putting premiums into life insurance com-
panies. Let us look at the relation of premiums paid to national

income. The total premiums paid to life insurance companies for all

forms of policies constituted 4.1 percent of a national income of

$81,100,000,000 in 1929. By 1932 income had fallen greatly so that
the total premiums reached a level of 8.7 percent of a national

income of $40,000,000,000; in other words, your national income
dropped much more precipitously than did the income of the insur-

uice companies from their premiums.
As national income recovered, the growing volume of premium

payments naturally became a smaller part of the total. In 193T
premium j)ayments were 5.4 percent of a national income of 69.8

billion dollars. The percentage of the national income paid as pre-

miums increased thus by a quarter, by 25 percent from the 1929 level

to the 1937 level. In other words, they had grown from 4.1 percent
of the national income in 1929 to 5.4 percent in 1937.

Now, let us consider another measure of thrift; relationship of
the total income of life insurance companies to the national income.^
Life-insurance companies not only have the premiums that are paid
in to them, but they also have a large investment income from these

huge sums that they hold in their portfolios. In 1921 the total

income of life insurance companies constituted 3.9 percent of a
national income of $50,700,000,000. That was in '21. In 1929, the
total income of life-insurance companies was 5.4 percent of a na-
tional income of 81.8 billion dollars. At the depth of the depres-
sion, in 1932, total life insurance income reached the unprecedented
figure of 11.6 percent of our national income. Here we may see

the tremendous efforts made by the American people to keep on
saving despite the lowest income since 1920. In 1937, when our
national income recovered to 69.8 billions, the highest level reached
since the depression, the total income of life-insurance companies was
7.5 percent of that national income.
Are the American people becoming less thrifty? Tlie first article

in the Cleveland Trust Co.'s Business Bulletin assumed that they
were. It set forth [reading from "Exhibit No. 603"'] :

Two chief explanations of these developments

—

1 In tbis connection see "Exhil)it No. 220," Hearings, Part IV, pp. 1183 and 1513. Siee-
also supplemental data, ibid, pp. 1041 and 1042.
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—and attributed by them to representatives of life-insurance com-
panies :

One is that people have too little faith in the future value of the dollar to

be willing to make present sacrifices in return for payments that will be
received many years hence.

Tlie New York Herald Tribune published an editorial on April 6,-

1939, entitled, "The Eclipse of Savings," based on the Cleveland

Trust Co.'s Business Bulletin. This editorial stated [reading from
^'Exhibit No. 604"]

:

It is a commonplace that the last 5 or 6 years have witnessed a marked
decline in the spirit of thrift in this country.

These hasty conclusions that the American people are saving less

through life insurance are without any foundation.

Mr. Linton, president of the Provident Mutual Life Insurance

Co., Philadelphia, remarked that [reading from "Exhibit No. C()5"] :

Speaking of inflation as a deterrent to the purchase of life insurance, it is

interesting to note that commencing in 193.3 there was a noticeable increase in

the buying of annuities. In 19.34 the $414,000,000 of new annuity premiums
were more than double the 1932 figure, and the high level was maintained
through lt>37, despite the raising of annuity premiums and the restrictions

adopted by life insurance companies to prevent policyholders from giving

the companies huge sums which could not be handled satisfactorily because
of the decline in the interest rates on new investments. Such fear of inflation

as may have resulted from the fiscal policies of the Government has not become
evident in life insurance premium receipts.

Mr. Linton concluded his answer to the New York Herald
Tribune's editorial, The Eclipse of Saving, with this paragraph
[reading further from "Exhibit No. 605"] :

When all the facts are taken into consideration, I think it will be found
that the confidence in life insurance is close to an all time high. Should the
national income reach the much desired level of .'}!SO,000,000,000 on a price level

comparable with the present, people will have greatly increased margins for

saving, and I anticipate a large increase in the sale of new life insurance.

I should like to identify a marked section of the Cleveland Trust
Co. Business Bulletin, dated March 15, 1939, the entire back page.
Mr. O'CoNNELL. May I ask a question?
Mr. Nehemkis. May I offer this, please, before you ask the ques-

tion? Mr. Chairman, I offer the section of the dociunent identified

by the witness in evidence.

Acting Chairman Williams. Let me inquire, is this the article

from which you quoted?
Dr. Davenport. I quoted a section from that, a section of the

last paragraph in which the author of the article described why it

was that he thought there was an eclipse in saving.

Mr. Nehemkis. We are not offering the entire document. We
are merely offering that passage which is marked.
Mr. Frank. The entire last page?
Dr. Davenport. Yes.
Acting Chairman Williams. It may be accepted.

(The article referred to was marked "Exhibit No. 603" and is in-

cluded in the appendix on p. 4052.)

Dr. Da^^nport. I identify a copy of the editorial which appeared
in the New York Herald Tribune, April 6, 1939, entitled "The
Eclipse of Saving."
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Mr. Nehemkis. Mr. Chairman, I offer in evidence a copy of the

editorial just referred to.

(The editorial referred to was marked "Exhibit No. 604" and is

included in the appendix on p. 4053.)

Dr. Davenport. I identify a clipping from the New York Herald

Tribune containing a letter which Mr. M. A. Linton, president of

the Provident Mutual Life Insurance Co. of Philadelphia, sent un-

der date of April 12, 1939, to the New York Herald Tribune.

Mr. Nehemkis. Mr. Chairman, I offer the editorial just identified

and referred to by the witness.

(The letter referred to was marked "Exhibit No. 605" and is in-

cluded in the apj^endix on p. 4054.)

Dr. Daa-enport. I identify a table entitled "Premium Income,

Total Income, and Adjusted Increase in the Assets of All Life In-

surance Companies, in Kelation to National Income, 1920 to 1937."

Mr. Nehemkis. May I offer the table just identified by the wit-

ness, Mr. Chairman?
Acting Chairman Williams. This exhibit may be accepted for

the record. , . .

(The table referred to was marked "Exhibit No. 606' and is in-

cluded in the appendix on p. 4055.)

Mr. Nehemkis. Are you ready to proceed, Dr. Davenport?

Dr. Davenport. I identify the next chart which I shall discuss as

chart entitled "Loans and Investments of All Member Banks of the

Federal Keserve System, 1921-38."

Mr. Nehemkis. Mr. Chairman, I offer the cliart just identified and

described by the witness.

Acting Chairman Williams. This may be accepted for the record.

Mr. Nehemkis. I likewise offer the supporting table for that chart.

(The chart referred to was marked "Exhibit No. 607" and ap-

pears on p. 3746. The statistical data on which this chart is based

are included in the appendix on p. 4056.)

Mr. Nehemkis. I believe Mr. O'Connell desired to direct a ques-

tion to you.
Mr. 6'CoNNELL. Keferring for a moment to the bulletin which

we were discussing a moment or two ago, my understanding of the

purport of the article in the Cleveland Trust Co. bulletin was to

the effect that by taking premiums paid to insurance companies the

author came to the conclusion that thrift in general was declining.

Is that it?

Dr. Davenport. He did not take premiums paid. He took the

face amount of new insurance written, which does not represent the

amount of savings, because the premium on a $10,000 policy, a new
$10,000 policy taken out at a certain age, might be a couple of hun-

dred dollars a year. It is only the amount that is paid in premiums

that is a deduction from income. A comparison of new insurance

written with national income in those years was meaningless. He
did not support the conclusions that were drawn from that com-

parison.

The importance of the Cleveland Trust Co.'s Bulletin, and the

importance that was attached to it in the press, is what has led to our

taking exception to the statement that there has been a decline in the

spirit of thrift. Our figures show definitely the contrary.
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ExHiBir Xo. 607

LOANS & INVESTMENTS
OF ALL MEMBER BANKS
OF THE FEDERAL RESERVE SYSTEM

1921 - 1938
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Mr. Frank. Both absolutely and relatively?

Dr. Davenport. Both absolutely and relatively.

Mr. Frank. Relative to the national income and in absolute figures,

Mr. O'CoNNELL. Using other means of measurement other than

insurance receipts, that so called decline in thrift has not occurred?

Dr. Davenport. That is right, sir. You can point to a decline in

the total individual savings held in certain reservoirs. The building-

and-loan associations are not as great now as they were prior to the

depression. They have lost absolutely and relatively. Similarly,

the savings funds held in the savings departments of commercial

banks, while greater than they were in 1933, are still considerably

below where they were before the depression began. But the great

expansion that has taken place in the life-insurance company assets

more than compensates for the decline in the savings departments of

connnercial banks and the decline in the savings held in the building-

and-loan associations. There was an absolute increase in the savings

held in the mutual savings banks; and then, in addition, we had a

great expansion in a newer type of savings process, represented by

the governmental pension funds and trust funds of all governmental

units, including the social-security fund, the civil-service retirement

fund, the railroad retirement fund, the United States Government
life insurance fund, and baby bonds and postal savings. Those
processes expanded very greatly between 1930 and 1938, and they

were relatively new processes, you see. We have only had baby
bonds for 4 years, and we jiow have a billion and a quarter of baby
bonds held by individuals. Postal savings now account for another

billion and a (juarter. We added last year to the social security

fund through the withdrawals from wages almost a billion dollars.

Mr. Nehemkis. Dr. Davenport, unless this committee has any fur-

ther questions, are you ready to proceed with the chart which was
identified and Avhich has been offered in evidence?

Dr. Davenport. I am, Mr. Counsel.

IRECENT CHANGES IN CHARACTER OF COMMERCIAL BANKING ACTIVITIES

Dr. Davenport. The member banks of the Federal Reserve System
represent between 80 and 90 percent of the total commercial banking
structure of the country. With respect to the member banks of the

Federal Reserve System, we have comparable and reliable statistics

going back over a number of yeais. These statistics reveal some very
interesting changes that have taken place in the character of com-
mercial banking activities.

If you will note the three curves on this chart,^ you will see the

three principal categories of their loans and investments. The heavy
black line that extends upward to the right shows the absolute

amounts of the member banks' investments in securities, including
Government bonds, and their investments in real estate mortgages.
This classification of investment rose from a figure of 7.1 billion dol-

lars in 1921 to 20.4 billion dollars in 1938.

The dashed i-ed line represents commercial loans of these member
banks. You can see, they ran about $12,000,000,000 a year during
the twenties and have since declined to a much lower level, to a figure

1 See "Exhibit No. fi07," supra, p. 3746.
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that is probably half of the figure that represented such investments

in commercial loans during the twenties.

Loans made on securities are represented here by the heavy red

line that appears on the bottom of the chart.

Mr. Nehemkis. Do those loans include brokers' loans?

•Or Davenport They would be brokers' loans and loans to m-

di^du^r^ho %e enV^o^ng^V^e jnon secured by ..loan ^to

P"l92rTh™ "pW^1iurh.g°the'p;Sperity.of the twenties to

'"
f•„^ 10 AiUion dollars in 1930. The depression caused a sharp

l^pln tlis1,se''of toikcredit. At the present time, security loans

aniount to only 3.3 billion doited
u„der^tand, then, that the

significance of *e *«e Ime^
J y^^^^^ „, today assuming some-

Sifgthi^rioriS^^ht^ge r^^:s^^' '"' '

are in effect becoming in™stors^^
^^/p^ctSy' two-thirds of the

thing whic IS veiy simitai to a
^^^^^ ^^^^^ ^^^ percentages as

Wft thfaSide"nS. A study of those percentages will

bear out my statement.
Doctor, whether it is

Mr. Nehemkis May
j^^^nento the member banks in Govern-

:S"bHgS^rL*Vf?'Si around $2,000,000,000 in 1921 to

over $12,000,000,000 for the
y<;|^^

If^S^ ^,^^ .^_

Dr. Davenport. That '=
fff/;"'^\f>„4°"^ental obligations, all

vestment of the member banks in all overnn g ^^^^^

V'^f^ls «Sfam^orrw:fl2t&"'d£' In'l921 this class of
In 1938 this amount ^cibi

percent of their total loans and

irstrenLrri9%'iraS:;u^nJs°to''40.2 percent of their total loans

and investments. .
. ^^^ during the 1920's

To summarize,
"^l^f^^l^^^^^^^^^^^^ loanl on securi-

loans that were made f01 commec^^^^^
^^^^^^ ^^^ .^^_

^Smetr]^nhe7fit^^^^^^^^^

:f,n;;eri!tsr?;?G=:S- se^:re:tlUate mortgages,

^troSK?i"Dft:Xort%lid you hear Mr. Manuel's testi-

'""dJ. ^^LTrr^i 'came in after the t-timony had stai.^^^^^

am afraid that I shall have to confess that I haven t a ^elJ

idea of his whole philosophy.
, j ti,;- „nrt of it Mv

1 Supra, p. 3706 et seq.
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two-thirds of the amount of investments, was a type of activity

that in his opinion commercial banks should not be permitted to do.

Dr. Davenport. I heard him make that statement.

Mr. O'CoNNELL. Was that your impression of what he meant?

Dr. Davenport. Yes, sir.

Mr. O'CoNNELL. How would you classify the security loans, the

lower line, as between—well, he divided his type of investment activ-

ity into two categories, as I recall, those which commercial banks

should make and those which savings institutions should make. Do
I understand that on your chart commercial loans and security loans

would be within his classification of commercial bank activity?

Dr. Davenport. If I understood Mr. Manuel's testimony correctly,

he would consider as legitimate functions of commercial banks the

financing of commercial loans, the financing of working capital, of

pay rolls, and of seasonal requirements for inventories, and so on;

and in addition I believe he would include, though I have not dis-

cussed the matter with him and I didn't hear all of his testimony,

security loans made to individuals to enable them to purchase

S6CllI'ltlBS

Mr. Frank. I happen to have read some of his articles and I think

you are in error. From his articles I think he believes that the banks

should do nothing but commercial loans. I may be in error, but you

can read his articles. He has had two or three in the bankers'

magazines.
Mr. Nehemkis. In any event, I think you appreciate the witness

did not indicate

Mr. O'CoNNELL (interposing). But at least it is clear that accord-

ing to Mr. Manuel the upper black line represents activities into

which commercial banks should not be permitted to go.

Mr. Nehemkis. I wouldn't care to characterize that one way or

the other.

Acting Chairman Williams. How do you account for that large

upswing in the heavy black line? Whatsis the cause of that, from,

say, '33 to '37?
'

. . ^ .

Dr. Davenport. I would say it represented the competition for in-

vestments on the part of the commercial banks. They bought Gov-

ernment bonds, they held their real estate mortgages to a greater

extent than did the building and loan associations and the mutual

savings banks, and they held approximately the same amounts of

investments in other securities.

Acting Chairman Williams. The main part of that is due to in-

vestments in governments, isn't it ?

Dr. Davenport. It is. Investments in governments rose from 21/2

billions in 1921 to 12.3 billions in 1938.

Acting Chairman Williams. Has there been any material increase

in real estate loans by commercial banks in the last—that heavy up-

swing is between '33 and '38—5 years ? Has there been any material

increase in the real-estate loans during that time ?

Dr. Davenport. I think I can state definitely that there have been

very few extensions of loans on real estate by commercial banks in

thai period.

Acting Chairman Williams. Then we can say as a general proposi-

tion that that large increase there is due to the investment in Gov-

ernment bonds.
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Dr. Davenport. That is right.

Acting Chairman Williams. How do you account for the decided
down-swing in the commercial line there from '29 to '33?

Dr. Davenport. As we went into the depths of the depression,
business activity tapered off. Not only was the activity less—were
pay rolls less—but the price level declined and it took less in the way
of bank credit to finance what little activity was going on. Business
enterprises did not have to go to the banks to finance their activity to
the extent that they did during the twenties.

Acing Chairman Williams. It is a different system of financing on
the part of big industry largely, isn't it, that has cut down the neces-
sity for commercial loans?

Dr. Davenport. I wouldn't say it was the only explanation. The
necessity was less because the volume of activity was less. In addi-
tion we had the developments that were described to us last week
by the representatives of industries, a method of financing their own
requirements from their own internal funds.
Acting Chairman Williams. Then even after we btarted the re-

covery and reached the high point of '37 there was very little upturn
in commercial loans.

Dr. Davenport. Very little.

Acting Chairman Williams. Some, but comparatively small to
what there had been.

Dr. Davenport. That is right, sir.

Acting Chairman Williams. How do you account for that?
Dr. Davenport. It is being done on a lower price level for one

thing.

Acting Chairman Williams. And it sliows still further, doesn't it,

that there isn't the necessity at all for commercial loans that there
used to be, that they are not using that form of credit in the com-
mercial banks of the country that was formerly used ?

(Dr. Davenport nodded his head in the affirmative.)
Acting Chairman Williams. What do you mean? I am not sure

I understand your line there on security loans.
Dr. Davenport. Well, if John Jones becomes convinced that a cer-

tain security offers an opportunity for a speculative profit, he may
go to his bank and negotiate a loan in order to enable him to pur-
chase that security. He may put up, we will say, on a $5,000 invest-
ment a couple of thousand dollars that he has himself, and he negoti-
ates his loan from the bank for the balance, i)utting up the security
as collateral. That, in its simplest term, I think, is the essential char-
acteristic of a security loan.

Mr. Frank. You might want to modify that sliolitly. Doctor. It
wouldn't necessarily be for speculative purposes ; it'might be for any
purposes; that is, a man might want to purchase a security and make
a partial payment, borrowing the rest, intending later to purchase
it and hold it as investment.

Dr. Davenport. I will accept that modification. You are correct.
Mr. Nehemkis. It is true, is it not, that the sharp increase on

security loans is due also, as your previous testimony indicates, to
the fact that brokers utilized that technique, as well as'indivictuals?

Dr. Davenport. Tliat is right.

Mr. Taylor. Dr. Davenport, if you take that line of conmiercial
loans for the full l7-year period and break that down into, let us
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say, three different lines so as to represent what you might call your

one-third smaller business, or possibly it wouldn't be numerically

one-third but at least the so called smaller businesses, intermediate

and larger, would the three lines run about the same as that one

composite line, either for the whole period or part of the period,

and then not for the rest ?

Dr. Davenport. I am afraid, sir, I cannot answer that question

on the basis of any facts at my disposal.

Mr. Taylor. It has a very direct bearing on a question that has

received a great deal of attention recently with regard to the needs

of loans by small business and I thought perhaps your statistics

would throw some light on that.

Dr. Davenport. I have never seen a compilation of statistics on

the basis of the size of the individual loans or the size of the business

enterprises for which those loans were made.

Mr. Taylor. You wouldn't venture a suggestion?

Dr. Davenport. I am not in a position to make such a suggestion.

Mr. Nehemkis. Dr. Davenport, if the committee has no further

questions, will you turn now to the problem of concentration of

assets, touching briefly, if you will, on the concentration of assets

in life insurance companies.

GEOGRAPHICAL CONCENTRATION OF ASSETS OF SAVINGS INSTITUTIONS

Dr. Davenport. The next series of charts is designed to show the

€xtent to which the control of certain of these savings institutions is

concentrated geographically and, in some instances, concentrated

in the hands of individual units. There are four charts in this

series, and we will pass over the four of them rather rapidly.

Mr. Nehemkis. Would you care to identify the chart which is now
exhibited to the committee?

Dr, Davenport. I identify the chart entitled "Concentration of

Assets of Life Insurance Companies, December 31, 1937.

Mr. Nehemkis. Mr. Chairman, I offer in evidence the chart and

the accompanying table just identified by the witness.

Acting Chairman Williams. They may be received.

(The chart referred to was marked "Exhibit No. 608" and appears

on p. 3752. The statistical data on which this chart is based are

included in the appendix on p. 4057.)

Dr. Davenport. We have 308 legal reserve life-insurance com-

panies in the United States. They hold aggregate assets of ap-

proximately $28,000,000,000. If we examine the individual units, the

companies \hat make up this total, we get a picture of a certain

degree of concentration as the result of the very large size of the

largest units. The largest unit is the Metropolitan Life Insurance

€o., that controls 18 percent of the total life-insurance assets. The

next, in size is the Prudential, with 13.7 percent; the New York Life

Insurance Co., with 9.6 percent; the Equitable, with 8 percent, and

the Mutual of New York, with 5.1 percent. These 5 companies

control 54.4 percent of the total assets of all life insurance com-

panies. If we take the next 11 largest life insurance companies we
hring the total up to 80.6 percent.

It is interesting to examine the geographical location of the con-

trol that is exercised over this great reservoir of individual savings.
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Exhibit No. 608
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Six of the largest companies are in the New York City area; 4 in

NeAV York City itself; 2 in Newark, N. J., within about 10 miles of
the others. Those 6 companies control 56.9 percent of the total life-

insurance assets of the country. There are 10 large companies in

New England that have about 17.2 percent of the total.

Mr. Nehemkis. Mr. Davenport, before you leave the chart, may I
ask you if this might be a fair characterization, although simply put

:

That chart would indicate that dollars from all over the United
States continue to roll into the Atlantic seaboard, and while those

dollars may be ultimately reinvested in the place of their origin,

control over those investments rests in the Atlantic seaboard. Is that

correct ?

Dr. Davenport. That is perfectly true, it is the control, not the

location of the investments, it is the control over the flow of these sav-

ings funds into investments that is represented by this concentration,

because these companies hold farm mortgages in the Middle West,
they hold home mortgages on the Pacific coast, they hold the bonds
of States and cities throughout the United States.

Mr. Nehemkis. Doctor, I would like to ask you another question,

if I may. It has been claimed that when we pay on life insurance
policies we are forced to save, there is a kind of automatic saving
that takes place. I wonder if you would explain that.

Dr. Davenport. I don't like the term "forced to save," Mr. Counsel.
No one is forced to continue payment of his life-insurance premiums.
It is perfectly true that premiums on most forms of insurance con-
tain two elements, the pure insurance element and a savings element.

To that extent continuation of the payment of premiums introduces a
routinized, automatic accumulation of savings to the credit of the
individual policyholder. That is how the reserves of life insurance
companies are built up. If they sold life insurance merely on a pay
as you go basis, if all life insurance sold was merely term insurance,

there would be no accumulation of reserves held by the life insurance
companies. Life insurance companies would then provide a pure
insurance function and not a savings function. As it is, they consti-

tute the most important single savings process in our economy.
Mr. Nehemkis. And does that procedure which you have just

described tend to increase the individual fund of savings regardless
of investment opportunities?

Dr. Davenport. Yes, regardless of investment opportunities, those
funds would pile up and would accumulate in cash balances deposited
in the commercial banks if the life insurance companies were unable
to find suitable investments. As a matter of fact, at the present time,
I think, if my memory serves me correctly, the life insurance com-
panies have cash balances of approximately $800,000,000, and the
officials of the life insurance companies repeatedly complain about
the lack of opportunity for investment.
Mr. Nehemkis. Does that conclude your testimony on that?
Mr. HiNRicHS. Mr, Davenport, am I correct in trying to relate

this chart with the table which you earlier introduced on the princi-
pal savings institutions in the United States,^ showing at the end of
1937 roughly $66,000,000,000 as the aggregate for the principal sav-
ings institutions, including life insurance, building and loan, savings

1 See "Exhibit No. 601," appendix, p. 4052.
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banks, even the social security? These six apparently control 14.3

billion dollars, which would indicate that with reference to the total

amount held bv the principal savings institutions these six account

for about 20 to'21 percent, 21 or 22 percent of the total. Would that

be correct?

Dr. Davenport. I am sorry, Mr. Hinrichs.

Mr. Hinrichs. The table that I am referring to is this one on the

principal savings institutions, showing a figure of $66,000,000,000 in

1937, which is the year that you have plotted in this chart of concen-

tration of assets of life insurance companies. You show in the table

that you have just introduced, 14.3 billion dollars for these six.

Dr. Davenport. That is right.

Mr. Hinrichs. So it would be correct to say that these six life-

insurance companies control about 21 or 22 percent of the total sav-

ings in all of the principal types of savings institntions, even going

so far as to include within that category the social security funds.

Dr. Davenport. Yes. I haven't my slide rule here but I think

that percentage is correct.

Mr. Frank. That is six New York companies have about 21 or 22

percent of all the savings in all savings institutions.

Dr. Davenport. Yes, that is approximately correct.

Acting Chairman Williams. Doctor, do I understand now there

is a growing difficulty on the part of these savings institutions to find

an outlet for their funds?
Dr. Davenport. Mr. Chairman, that is a complaint which they

have made for several years. Tliey are restricted as to the type of

investment that they can make. These savings institutions that we
have been talking about typically are restricted to investments in

certain kinds of bonds and mortgages, typically they do not invest

or are not allowed to invest in equities, in stocks.

Mr. Frank. Dr. Davenport, wouldn't, it be true that even if the

legal list w-ere widened and they were permitted to invest in equity

securities, the very nature of the institution would preclude them

from investing in venturesome investments?

Dr. Davenport. That is perfectly true. I would agree to that. I

would like to call your attention to the fact that it is planned, I

believe, to have Mr. White, the superintendent of insurance of New
York, discuss this matter of the legal list with us tomorrow or the

next day.

Mr. Frank. What I was getting at was that even if the legal list

were widened so that they could purchase stocks, they would neces-

sarily, because of the requirement of seeking safe investment, desist

from investing in new ventures.

Dr. Davenport. That is true.

Acting Chairman Williams. The rate of interest which these insti-

tutions pay their depositors has been considerably less during the

last few years than it was formerly?

Dr. Davenport. It has been reduced substantially.

Acting Chairman Willia3IS. Has there been a corresponding re-

duction of the income to the institutions?

Dr. Da\tenort. Their investment income has been materially re-

duced by reason of reduction in interest rates. You may have noticed

m this mornina's New York Times that H. O. L. C. is refunding an
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ssiie at considerably less than it was originally bronght out, I think

t rates that would be almost half what it was.

]Mr. HiNRicHS. Mr. Davenport, is that reduction in interest rates

•ery largely a reflection of the shift in the type of investments that

hey have in their portfolios? Has there been an equally marked
eduction in the rate on policy loans or in the rate on mortgage
oans as such?
Dr. Davenport. Policy loans, up until the first of this year, were

ypically made at 6 percent and in some cases a little higher. There
vas no reduction in the rate of interest charged policyholders for
oans made by the insurance companies to those policyholders out of

heir own reserves, out of reserves that belonged to the individual
)o]icyholders. They stood at 6 percent to the first of this year. The
irst of this year that interest rate has been somewhat reduced. I

hink the discount rate is 5.8 percent, which figures out almost to

1 percent for the New York Life Insurance Co., and the other com-
)anies had to follow suit.

Mr. HiNRicHS. Isn't a policy loan virtually a risk-free loan? I&
man allowed to borrow beyond the liability of the insurance com-

>any to the individual?
Dr. Davenport. It is a riskless loan as far as the insurance com-

)any is concerned. The insurance company is merel}^ lending the
)olicyholder money that belongs to the policyholder, savings that
lavo been accumulated to the credit of the policyholder, and if the
(olicyholder doesn't pay back that loan, all the insurance company
;as to do is to cancel the policy.

Mr. HiNRiCHs. So that actually it is a safer loan from the point
f view of the internal mechanics of liabilities and assets than a loan
ly the United States Government.
Dr. Davenport. That is simply a matter of taking an lOU out

if one pocket and putting it into another pocket. It is a riskless

aan. There is some expense attached to the servicing of such loans,
if course, probably a higher degree of expense than would be the
ase of handling a loan made by the United States Government, as
videnced by investment in Government bonds, because these loans
re in small amounts and they have to be followed up, and if they
re not paid back it usually means that the policyholder has to reliii-

uish his insurance.- The life insurance companies will tell you that
f a policyholder has borrowed the full amount on his policy it usually
jeans a gone policy.

Acting Chairman Williams. In that connection, there has been a
onsiderable reduction in real estate interest loans.
^Ir. Davenport. Some, Mr. Chairman ; a reduction in the mortgage

oan rate has taken place. I am not prepared to say specifically how
nuch those rates have been reduced, because they vary in different
)arts of the country.
Acting Chairman Williams. If those rates are reduced, as is being

idvocated by a good many, the rate to the saver will necessarily be
educed also, won't it?

Dr. Davenport. Yes, sir; because the saver is only entitled to a
•etiirn that can be earned on the investment of his savings. As
;avings accumulate as they have and compete for the opportunities
o invest, there will be a reduction in the interest rate that has taken
)lace.



3756 CONCENTRATION OF ECONOMIC POWER

Acting Chairman Williams. What is that rate now, the average

rate of savings ? What do they get, on savings?

Dr. Davenport. I believe that most of the mutual savings banks

now pay 21/2 percent.
. i i 1

Acting Chairman Williams. And the commercial banks savings

departments are limited, I believe, to two.
v -^ j

Dr. Davenport. I can speak only with information from a limited

area,' namely, Massachusetts. There, I think you will find that the

mutual savings bank will pay around 21/2 percent. I dont know

what the commercial banks pay on their deposits, but I should im-

agine that they would meet the competition in the locality m which

they happen to be. •-,,-,
Acting Chairman Williams. There has been considerable increase,

has there, in the postal-savings account during the last 4 or 5 years?

Dr Davenport. No, sir; the increase that took place in postal

savings took place between 1929 and 1933. The postal savings jumped

from about a quarter of a billion dollars to about 1 billion and a

quarter, and they have leveled off at a billion and a quarter and show

practically no deviation from that figure which they achieved in

1933.^
, . -,

Acting Chairman Williams. That is due to insurance corpora-

tions, F. D. I. C, and Federal Savings and Loan, and such

corporations ?

Dr. Davenport. Do I attribute it to that?

Acting Chairman Williams. Doesn't the leveling off, rather than

increasing, indicate that the people themselves have confidence m the

bank by reason of the Federal insurance of checking accounts of the

banks and savings institutions, both of which are now insured?

Dr. Davenport. That is right. I think the occasion for the rise

in postal savings was the break in the confidence in the commercial

banking structure of the country that occurred between 1929 and

the bank holiday in 1933. It was a flight of deposits from the com-

mercial banks which took refuge in postal savings, savings that

were guaranteed bv the credit of the United States Government

Now, with the F. D. I. C. guaranteeing up to $5,000 of deposits, yov

iiave'the same kind of Government guaranty back of the money thai

is deposited in the insured bank as you would have back of the monej

that is deposited in the postal savings. Tliere is no occasion foi

the use of a less convenient form of savings than the savings depart-

ment of a commercial bank ; there is no occasion to go to the incon

venience of using a postal-savings deposit if you have the samt

confidence in the commercial bank that you have in the deposit yoi

put in the United States postal savings.

Acting Chairman Williams. And therefore these insurance cor

porations have stopped the upward trend of postal savings.

Dr. Davenport. Yes, sir.

Acting Chairman Williams. I mean the Government, the F. D
I. C, and the Federal Savings & Loan Deposit Insurance Corpo

ration.

Dr. Davenport. Yes.

(The Chairman, Senator O'Mahoney, took the chair.)

Mr. O'Connell. You were referring a few moments ago to th<

policy loans of insurance companies. Do you happen to knov

1 See "Exhibit No. 601," appendix, p. 4052.
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whether, as a practical matter, a policyholder has any access to the

commercial banks or the banks in the country for the purpose of

borrowing money on his policy?

Dr. Davenport. Yes, sir. There are banks in the vicinity of New
York that advertise in the papers that they will lend policyholders

as much as the policyholders can borrow from their own insurance

companies, at 3I/2 percent instead of at 6 percent, the insurance com-

panies' charge. "Those advertisements appear in the financial pages

of the New York papers.

Mr. O'CoNNELL. Do you know whether that practice is general or,

rather, whether it js recent or confined to the area around New
York ? I hadn't heard of it before.

Dr. Davenport. I have no knowledge that it exists in other parts

of the country, but I see no reason why an enlightened policyholder

would not try to borrow at the lowest rate he could on an asset as

sound as a life insurance policy, and go to his commercial bank and
offer that as collateral.

Mr. O'CoNNELL. Also, you see no reason why an enlightened bank
would consider that an avenue for investment, a riskless loan?

Mr. HiNRicHs. Excuse me, it is not a riskless loan in this case,

is it'^ Now you are introducing a lower rate offered by the banks
which are accepting the risk of the credit standing of the insurance

company itself. As far as the insurance company and the policy-

holder are concerned, if the policyholder is in up to his neck the

insurance company can't lose even if it is insolvent, if such a thing

were conceivable in the case of a small insurance company. In the

case of a loan made by a bank, the bank is taking the risk of the

solvency of the insurance company.
Mr. Frank. Doctor, you wouldn't consider it much of a risk to

lend on an obligation of the JMetropolitan Life Insurance Company,
would you ?

Dr. Davenporiu Was that question addressed to me, Mr. Frank?
Mr. Frank. I mean if you were a commercial banker you wouldn't

think a loan secured by them
Dr. Davenport (interposing). I should have no hesitation what-

ever in lending the Metropolitan Life Insurance Co. any amount I

was able to lend.

Mr. Frank. For practical purposes, then, it might be called

riskless.

Dr. Davenport. Mr. Hinrichs pointed out that some of the smaller
companies might not be in such an enviable position.

The Chairman. But some of these institutions which advertise the
willingness to make such loans of course reserve to themselves the
right to reject a policy in an insurance company in the strength of
which they would not be satisfied.

Dr. Davenport. Yes, sir.

Mr. Nehemkis. Are you prepared to continue your discussion of
the concentration of assets?

Dr. Davenport. I am, Mr. Counsel. We have just discussed con-
centration of the control of the assets in the process that is repre-
sented by this bar of the life-insurance companies. We now turn to
a discussion of the concentration of the control over the assets of
the mutual savings banks. I identify a chart entitled "Concentra-



3758 CONCENTRATION OF ECONOMIC POWER

tion of Assets of Mutual Savings Banks, January 1, 1939," together

with supporting data.

Mr. Nehemkis. Mr. Chairman, I offer in evidence the chart just

described by the witness.

The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 609'* and appears
on p. 3759. The statistical data on which this chart is based are
Jncluded in the appendix on p. 4059.)

Di'. DA^'ENPORT. The mutual savings banks have aggregate as-

sets of $11,570,000,000. The extent to which those assets are concen-
trated in certain geogi*aphical areas is represented by the first bar on
this chart. The height of tlie bar is represented by 100 percent, 11.57

billion dollars. The largest segment of the bar that appears at the

base is that for New York State. There are 134 mutual savings banks
in New York State. The total of the assets of those savings-banks
accounts for 53.64 percent of the total assets of all savings banks in the

United States.

The Chairman. Of all savings banks or of all mutual savings banks ?

Dr. Davenport. All mutual savings banks, Mr. Chairman. In fact,

421/3 percent of the assets of all mutual savings banks is located in

New York City. The other States of importance are, in order of im-

portance, Massachusetts, Connecticut, Pennsjdvania, and New Jersey.

These five States together contain 89.75 percent of the control over the

assets of the mutual savings banks.

The second bar on the chart is intended to show the extent to which
the control over these assets rests with individual institutions, and for

that purj^ose we liave picked out the 25 largest mutual savings banks.

The largest mutual savings bank is represented by the segment of the

red bar at the bottom, the Bowery Savings Bank. That has approxi-

mately $600,000,000. The next in order of size is the Emigrant Indus-
trial Savings Bank, also of New York City, with $500,000,000 of assets.

The 25 largest mutual savings banks have 411/2 percent of the total.

Five hundred and eighteen smaller banks have the balance.

Mr. Nehemkis. Doctor, isn't it somewhat anomalous that that con-

centration to which you have just referred should be in the East and
so highly concentrated in the few States that you liave pointed out?

How do you explain that ?

Dr. DA\Ti:NP0RT. The organization of mutual savings banks goes back
122 years. They were established in the Eastern States at a time when
the commercial banks were not performing a savings function. Later

on with the development of our banking system the national banks
and the State banks assumed this savings function so as other sections

of the country were established, and as they were equipped with com-
mercial banks, there was no necessity for organizing mutual savings

banks in those areas. There are, I think, 16 different States that have
mutual savings banks.

Mr. Taylor. To what extent are the investments of those saving-s

banks in New Yoi-k City outside New York City and the surrounding

areas ?

Dr. Davenport. Genei'ally speaking, between 40 and 50 percent of

an individual mutual savings bank's assets are invested in the local

real estate mortgages. The balance of their assets they invested in the

legal list of securities, which may include United States Government
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bonds. Usually the State requires that investment in State municipal

bonds must be of the State in which the bank is located.

Mr. Taylor. Presumably a fair proportion must be m fan^ly distant

sections of the country, since you have the concentration of the mvest-

ment itself so definitely in these States.

Dr. Davenport. That is perfectly true. To the extent that 40 or 50

percent of their assets are represented by real estate mortgages, we

can say that it goes back into the community from which the prin-

cipal savings came, but to the extent that they buy railroad bonds or

public-utility bonds or A. T. & T. stock—I will take that back;

they don't buy stock as a rule—to the extent that they buy the bonds

of an industrial corporation, those savings are spread out over the

country.
Mr. Taylor. Would you have any way of knowing what percentage

of outstanding real-estate bonds of a city like Chicago are held by

the savings institutions in New York? Chicago, I understand, has

practically no important savings institutions such as life-insurance

companies or even larger savings banks and yet there must be a great

deal of real estate which is held by these institutions.

Dr. Davenport. I think you will find the State laws where these

mutual savings banks are located usually restrict the kinds of mort-

gages that they can take to mortgages on property within the State.

There is no such restriction on investments of life-insurance com-

panies, and they do buy mortgages on farm properties all over the

country. They" are truly national institutions. The mutual savings

banks are typically local institutions. It is also true, I might add,

that the people who deposit savings in the mutual savings banks pre-

dominantly live in the areas where their bank is located, but an

individual who has a deposit, let's say, in the Bowery Sayings Bank,

and who moves down to Washington to work and takes his residence

in Washington, probably continues to bank by mail with the Bowery

Savings Bank in New York. That is equally true with respect to

the building and loan associations. Many of them do quite a sizeable

mail business in the acceptance of savings deposits from people all

over the country.

Mr. Taylor. In other words, in a case of this type of institution

you may have the investment of the savings more highly concentrated

than the savers themselves.

Dr. Davenport. It would be possible to have that, that is true.

Mr. Nehemkis. Doctor, may I ask you to hazard a guess as tc

what the percentage of concentration in New York would be if yon

combined the concentration of assets of life insurance companies tc

which you have just referred and the concentration of assets of oui

mutual savings banks.

Dr. Davenport. Mr. Counsel, if you will reserve that question foi

a moment, I am coming to it.

Mr. Nehemkis. Fine, I will withdraw the q^uestion.

Representative Williams. In connection with the chart you have

just had there that covers, as I understood it, only the mutual saving;-

banks.
Dr. Davenport. That is right, sir.

Representative Williams. Do they cover the field of savings banks

pretty generally or what are the stock savings banks?
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Dr. Davenport. The stock savings banks are of relative insig-

nificance and they are classified with the commercial banks now in all

of the reports made to the Comptroller of Currency.

Kepresentative Williams. So the chart which you first had here,

the one of individual savings invested in long-term debts and equities/

refers to the mutual savings banks only, does it ? 1,0.1
Dr. Davenport. This process is mutual savings banks only.^ ihe

process that is represented by "Deposited in commercial banks," the

balance in the savings departments of commercial banks, would in-

clude what savings funds were entrusted to the stock savings banks.

They are relatively few so called stock savings banks.

Representative Williams. Now, we do have some stock savings

banks which are purely savings institutions as distinguished from

commercial banks.

Dr. Davenport. That is right ; there are still a few of them.

Representative Williams. A few of them.

Dr. Davenport. They used to be much more numerous than they are

today.
^ ,. . . ,

• Representative Williams. That is all. I just wanted to distinguish

between the mutual and the stock savings banks.

Dr. Davenport. I would say the total assets—and that would include

capital stock and surplus belonging to the stockholders of the stock

savings banks—probably the total assets, capital stock, and surplus

and savings deposits in the hands of the stock savings banks would be a

matter of perhaps $300,000,000.

Mr. Nehemkis. Doctor, are you prepared to continue your discussion

with the concentration of assets of commercial banks ?

Dr. Da\tenpokt. I identify the chart entitled "Concentration of

Assets of Commercial Banks in the United States, December 31, 1938."

Mr. Nehemkis. Mr. Chairman, I offer in evidence the chart just

identified by the witness.

The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 610" and appears

on p. 3762. The statistical data on which this chart is based are

included in the appendix on p. 4060.)

Dr. Dam^nport. We now pass to a consideration of this savings

process that was represented by the square up here.

The Cpiairman. Please refer to the chart so that the record will

show.
. T ,,T T

Dr. Davenport. Thank you. On the large chart entitled "Indi-

vidual Savings Invested in*^ Long-Term Debts and Equities,"^ at the

time when we first discussed this large chart we pointed out the sig-

nificance of the savings processes involved in the accumulation of indi-

vidual savings by commercial banks. That process had accumulated a

total which was' 14.67 billion dollars in 1938. These savings deposits

or time deposits of the commercial banks are represented on the chart

entitled "Concentration of Assets of Commercial Banks in the United

States" by the bar to the extreme right ; the height of that bar on this

scale is 14.67 billion dollars. The bar is segmented to show the geo-

graphical location of the assets held as time deposits in the commercial

savings banks.

1 Referring to "Exhibit No. 600," supra, facing p. 3727.
2 Ibid,
s Ibid.
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You will note that California is the largest State with respect to

the, use that is made by individuals of the savings or thrift depart-

ments of commercial banks for the accumulation of their savings.

The Chairman. This is the first time on any of these charts in

which a Western State appears as holding the largest amount of any
]iind of savings or commercial assets.

Dr. Davenport. That is right, Senator.
New York had to give first place to California. New York takes

the second place with respect to this matter of time deposits. New
York accounts for 13.5 percent of the total of such individual sav-

ings. Pennsylvania is third with 12.4 percent; Illinois fourth with
6.9 percent; Ohio comes next with 6.6 percent, and New Jersey next
with 6 percent.

Tl>e other two bars show" us the picture of concentration of total

assets, not merely tlie assets that were accumulated through individ-

ual savings, but total assets of commercial banks. These assets

amounted to 56.79 billion dollars in 1938,

Now, we have to give first place again to New" York, New York
holds 29.3 percent of the total, Pennsylvania 9.5, Illinois 8.3, Cali-

fornia 7.9, Ohio 4.5, Massachusetts 3.7, New Jersey 3.4, Missouri

2.8, Texas 2.8, Michigan 2.7. The five largest States in this regard
hold 59.4 percent of the total commercial banking assets of the

country.
If we now turn to the middle bar, we can get some idea of the

relative hnportance of the individual banks in this respect. We have
selected the eight largest banks for individual attention. The largest

single commercial bank in the country is the Chase National Bank,
New York City, and it holds assets of two and a half billion dollars.

The National City Bank, of New^ York City, has about two billion

dollars, Tlie Guaranty Trust Co,, 1.9 billion dollars; the Bank
of America, 1.6; Continental of Illinois, 1.4; Bankers Trust of New
York a billion, the Central Hanover a billion, and the First National
of Chicago -a billion. These eight largest commercial banks conti'ol

21.8 percent of the total. There are 42 other large banks among the

fifty largest banks of the country that account for this segment here,

^ncl after that we get down into smaller banks and we find that:

the balance of the banking assets are divided among 13,606 smaller

Ijanks,

The Chairman. Before that chart is taken away, do I understand
that the 50 largest banks control 35.4 percent of all of the assets?

No ; that represents dollars, I see.

Dr. Davenport. The scale is in billions.

The Chairman. What percentage of the deposits do the 50 largest

banks control? Have you figured that out?
Dr. Dai'Enport, I haven't the percentage on my chart, but it looks

to me as though it would be about 45 percent of the total, Mr.
Chairman.
The Chairman. It would be just a question of totalling up the

deposits in each instance and making a percentage calculation.

Mr. Nehemkis. We should be very glad to give you a memorandum
on that.

The Chairman. It is not necessary; it is perfectly obvious.
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Dr. Da\'enport. I identify chart entitled "Concentration of Assets
in Principal Reservoirs of Savings, 1937."

Mr. Nehemkis. Is this a composite chart, sir ?

Dr. Damenport. This is a composite chart which contains the assets

of life insurance companies, all savings deposits, whether in mutual
savings banks or in commercial banks, and all assets of building and
loan associations. These savings reservoirs represent a total of
56.5 billion dollars out of a total of approximately 66 billion dollars,

I can give you the exact figure for the record.

The Chairman. Now, you have all the savings institutions?

Dr. Davenport. No, Senator. This is merely the life-insurance

companies, the building and loan associations, the mutual savings
banks, and the savings departments of commercial banks, those
processes which we could readily allocate by States for which we
have information. We can't allocate the social security fund pre-

cisely by States; we have no way of allocating the railroad retire-

ment fund by States ; and no figures readily available to allocate the
fraternal insurance fund by States.

Mr. Frank. If you added those omitted items, how many billion

dollars would it acid?

Dr. Davenport. The total was approximately 66 l^illion dollars,

so it would add 10 billion dollars to this figure. But for this figure,

this fund of 56.5 billion dollars in 1937
Mr. Frank (interposing). Which is more than five-sixths of the

total.

Dr. Davenport. Right. It was possible for us fairly readily to

allocate the control over that by States, and that is the purpose of

this chart before you.
The Chairman. I observe that California now disappears from

the identifiable States.

Mr. Frank. Is Wyoming identifiable?

The Chairman. It is one of the other States.

Mr. Nehemkis. May I offer the chart just identified and the sup-
porting table?

The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 611" and appears
on p. 3765. The statistical data on which this chart is based are
included in the appendix on p. 4062.)

Dr. Davenport. The scale on the left of the bar is in percent.

The height of the bar represents 100 percent. The figures to the
right of the various segments of the bar are in billions of dollars.

New York State controls one-third, precisely one-third, of the total

of this 56.5 billion dollars. There is another third that is contained
in the next four largest States—New Jersey, Massachusetts, Pennsyl-
vania, and Connecticut. These five States in the northern section of
the country together account for 67 percent of the total. The other
States account for a third, the balance.

The Chairman. When you refer to assets you mean, of course, all

of the property of every kind and character which is owned by these
institutions as a result of the manner in which the savings deposits
have been handled ?

Dr. Davenport. These assets have been created through the ac-

cumulation of individual savings, and they are held for the account
of the individual savers by these great savings institutions.
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The Chairman. Have you any idea to what extent savings of this

character flow into these five States from the other States?

Dr. Davenport. Unfortunately there is little information about the

location of the individual savers. We do know that the building and
loan association is a local organization and predominantly the mem-
bers are people who live right in that community. That institution

finances the home ownership of the people who live in that com-
munity. Typically they do not go out of a radius that can be reached
by the directors of the individual locations, let's say during a lunch
time, to investigate whether or not a mortgage of $2,000 on John
Jones' property is a safe investment for them to make or not. That!
is not true with respect to life insurance companies. Their funds are

obtained from all over the United States. Most of these big com-
panies do business in every State in the Union and the life insurance

companies in New York and New England, constitute a syphon that

draws in savings in the form of premium payments into these States.

Their investment procedure, the purchase of farm mortgages in the

Middle Western States, the purchase of municipal bonds of cities all

over the country. In that ])rocess the directors of the life-insurance

companies decide where they will place those funds and how theyj

will be put to work. But the control is represented by figures that

we have just presented.
j

The Chairman. And the whole economy of the whole people, and:

of the whole 48 States, depends upon the skill with which that dis-

cretion is carried out by the persons who are directing the investment

of these huge savings.

Dr. Davenport. A great responsibility rests upon the skill anc
wisdom of the directors of these great savings institutions. Thert

is no dodging that question. They hold and control $67,000,000,00(

of assets. That is equivalent to the national income in a good year

Mr. Nehemkis. Dr. Davenport, I don't believe the chairman wa:

here this morning when you discussed the reservoirs of savings ^ anc

pointed out that in that reser^^oir entitled ''Entrusted to Corporat*

or Individual Trustees" there were assets Mdiich, in your opinion, yoi

estimated to be $50,000,000,000. Was that correct?

Dr. Davenport. That is correct. We have estimates made withii

the Securities and Exchange Commission by the Trading and Ex
change Division that would place that total at approximateb
$50,000,000,000.

Mr. Frank. That is in addition to these figures?

Dr. Davenport. That is quite in addition to what we have beei

talking about. We have been talking about the great savings institu

tions, the life insurance companies, mutual Scvvings banks, the saving;

departments of commercial banks, and building and loan associations

They are the institutions we have been talking about. They are th(

institutions that accumulate the savings from individuals and poui

them down into what we have termed "long term debts"—into th(

bonds of the United States Government, in the bonds of States anc

cities, into bonds of our railroads, the bonds of our utilities and of oui

industrial corporations. They are the institutions that finance farn
mortgages, the mortgages on our homes, and the mortgages on oui

large city properties.

1 '-Exhibit No. 600," supra, fncing p. 3727.
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Mr. Nehemkis. And it is true, is it not, Doctor, that the assets in

the bar which you have now represented by a question mark are,^

roughly speaking, twice the size of the assets of our legal reserve

life-insurance companies ?

Dr. Davenport. Very roughly speaking, twice the size. The assets

of the legal reserve life insurance companies are about $'28,000,000,000

and this is about $50,000,000,000.

Mr. Nehemkis. And the bulk of those assets, would you be willing

to hazard a guess, likewise rests in the eastern seaboard ?

Dr. Davenport. I think there is no question about the fact that the

control over those assets rests primarily in New York City.

The Chairman. On what do you base that conclusion, Dr. Daven-

port? Of course, it is a point of tremendous significance, but you

have chosen, in the preparation of your chart, to mark it by a ques-

tion mark, thereby indicating that you are not definite about it.

Dr. Davenport.' We do not know how that money is invested. Sen-

ator.

The Chairman. How do vou arrive at th,e approximate estimate of

-^50,000,000,000?

Dr. Davenport. We do know this: We know that the national

banks that have been permitted to establish trust departments report

to the Comptroller of the Currency that they hold in those trust

iepartments approximately $10,000,000,000. The national banks have

never gone in in a big way for this tvpe of trust work.

The Chairman. Those' $10,000,000,000 are not included in any of

ihese other charts that you have compiled?

Dr. Davenport. No, sir; they are not included in these processes

ttt all.

The Chairman. What do you add to that to get your

$50,000,000,000?
Dr. Davenport. You add to that the trust estates held by the great

State trust companies, the great State commercial banks and trust

3ompanies like the Bankers Trust of New York, for example. And
then I should add that the State trust companies have made a definite

effort to specialize along this line and they are not as restricted as the

national banks are in their efforts to develop this type of business.

In addition you have huge amounts held by private trustees, the

great foundations, the charitable organizations, the Rockefeller Foun-
dation, and the Mellon fund and funds of that type.

The Chairman. Thank you very much.
Representative Williams. Let me ask you. Doctor : I understood

you to say a while ago that the savings institutions were having some
difficulty in finding an outlet for their funds.

Dr. Davenport. That is correct, sir.

Representative Williams. By reason of that has tliere been an ac-

cumulation of idle money in these institutions?

Dr. Davenport. Yes, sir; to the extent that you can call about $800,-

000,000 that belongs to life-insurance companies that is deposited in

commercial banks—idle money. They are not using it. They have
that to the credit of their checking accounts. If they had had ade-

quate opportunities for investment, those funds would undoubtedly be
much smaller.

1 "Exhibit No. 600," supra, facing p. 3727.
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Representative Williams. What about the funds that are on de-

posit with the commercial banks on time? Have they accumulated as

they have in the checking accounts and are simply lying there unin-
vested ?

Dr. Davenport. One of the charts that I showed you this morning
had on it a line that represented the growth in time and savings
deposits of commercial banks,^ That line showed a tremendous drop
from 1930 to 1933 by reason of withdrawals on the part of depositors

for cash needed to compensate for reduced income, reduced wages,
and salaries, and also a considerable amount of loss as a result of
the failure of individual banks, the freezing of those savings. The
low point was reached in 1933. Since then there has been increased
accumulations in the savings departments of these commercial banks.

Representative Williams. "V^Hiat about the mutual savings ?

Dr. Davenport. The mutual savings banks never suffered to the

extent that the commercial banks did during the depression. There
were vei*}' few mutual savings banks that failed. There was a de-

crease in the total amount of their assets at one point in the depth
of the depression, but almost immediately the line showing their total

assets started an upward movement, and today it stands at its all-

time peak.

VOLUME OF FUNDS AVAILABLE FOR INVESTMENT

Representative Williams. Have you any figure which shows at

least approximately the amount of funds available in these savings
institutions that are not invested?

Dr. Da^tenport. I have for two institutions, life insurance com-
panies and mutual saA'ings banks. The figures of the cash balances

to their credit at the end of 1938 are contained in exhibits that show
the consolidated balance sheets of those institutions.^ For the life

insurance companies it was about $800,000,000 in cash that they held.

For the mutual savings banks that do not do checking business, when
they pay out money they have to send it through the mail. They
pay out by a check drawn on a commercial bank where they keep a

checking account. The mutual savings banks of the country car-

ried, I think the figure was, about $500,000,000 on deposit in com-
mercial banks.

Representative Williams. That would make a billion three hun-
dred million in those two institutions of cash available for invest-

ment.
Dr. Davenport. They would normally keep some cash on hand,

but theirs is a continuous process. Money is coming into these insti-

tutions all the time and going out all the time, so that the amount
they would have to keep would be relatively small.

Representative Williams. Have you any figure on the amount of

savings accounts in the commercial banks?
Dr. Davenport. Unfortunately I cannot give you that figure. It

is not broken down that way.
Representative Williams. I am wondering whether or not there

has been an accumulation during the last few years of these reserve

funds in these savings institutions that cannot or have "not been
invested.

1 See "Exhibit No. 601." supra, p. 3735.
2 See "Exhibit Nos. 608 and 609, appendix, pp. 4057 and 4059.
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Dr. Davenport. We have the figures of excess reserves, which I

quoted this morning, which is an evidence of the extent to which
commercial banks have been unable to find outlets for the money at

their disposal.

Representative Williams. That is the commercial banks,

Mr. Frank. What was that total?

Dr. Davenport. Four billion dollars.

The Chairman. That, of course, is separate and apart from the

$1,300,000,000 of the life insurance companies and the mutual savings

banks to which you have just referred—or is it?

Dr. Davenport. The life insurance companies and mutual savings

banks are mere depositors, just like you and I would be.

The Chairman. What I am trying to find out is whether that

billion three hundred thousand should be added.

Dr. Davenport. No; it should not, sir.

The Chairman. Then the 4 billion plus represents, so far as you
can approximate it now, the total amount of accumulated savings

for which no investment has been found as of this time.

. Dr. Davenport. I should hesitate to put it in precisely that

language because that $4,000,000,000 of excess reserves cannot prop-
erly be allocated solely to the savings departments.
The Chairman. Yes ; I realize that, but I was referring to savings

here without regard to whether the money was deposited in a savings

institution or a savings department but rather to include all unused
funds which are available for use, would that be correct?

Dr. Dav'ENPort. I think I should agree with that, Senator. Of
course, you might point out that investments would not be made in

securities that yielded as low a return as, let's say, some of the cer-

tificates and notes, short time certificates and notes of the United
States Government, if there existed opportunties that would give a

higher rate of return.

The Chairman. Not only does the United States Grovernment bor-

row money at very small interest rates, but some of the large cor-

porations, like the United States Steel Corporation, borrow at a very
loAv rate of interest.

Dr. Davenport. That is true, sir.

The Chairman. So that actually one might add at least a portion
of the amount of money loaned to the United States Government
and to large corporations at these very low rates of interest to the
total of accumulations which are not working in constructive invest-

ment at the moment. Is that correct?

Dr. Davenport. They certainly would be put to other uses if the
other opportunities existed.

The Chairman. Proceed.

NUMBERS or PEOPLE SAVING THROUGH SAVINGS PROCESSES 1920-1938

Dr. Davenport. I identify a table entitled "Data Reflecting the
Number of Persons Employing Various Savings Processes, 1920,
1930-38."

Mr. Nehemkis. I offer in evidence the table just identified by the
witness.

The Chairman. It may be received.

124491—iO—pt. 9 19
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(The table referred to was marked "Exhibit No. 612" and is

jiichided in the appendix on p. 4063.)

Dr. Davenport. The question naturally arises as to the reasons for

the concentration.

The Chairman. Before you go to that, let me ask you in what

sense in this table you use the word "employing."

Dr. Da^tenport. Making use of.

The Chairman. All right, making use of by depositing or by using

the deposits.

Dr. Davenport. Not using the deposits. For example, the number
of policies.

The Chairman. You mean the number of persons who are making
the investments or making the savings?

Dr. Davenport. Making the savings, that is it.

The Chairman. That is what I wanted to get. Proceed.

relation between the growth or SAVINGS institutions and the
GROWTH OF URBAN ECONOMY

Dr. DA^^ENP0RT. I started to say, the question naturally arises as to

the reason for the control that exists in these savings funds on the

Eastern Seaboard, principally in the five States—New York, New
Jersey. Pennsylvania, Connecticut, and Massachusetts.

I think the principal reason for this lies in the essential industrial

and urban character of those five States and the fact that they were
the first States to be so industrialized and so urbanized. The accu-

mulation of savings by individuals is the way in which they purchase
their own social security. These institutions were first established

—

savings banks were established 122 years ago ; the first building and
loan association probably 115 years ago; the first life-insurance com-
panies probably 102 years ago. These institutions were established

by socially minded leaders in these communities that recognized that

an important change had taken place as soon as we developed city

and industrial populations dependent solely upon cash wages paid to

them, not only for their current living but for their claim on the

product that would be produced in future years, and who depended
upon their cash salaries or wages to tide them over a time when they
might be too old to participate in the productive processes. It be-

came evident with the development of our first cities and our great
industrial centers as soon as the depression fell upon those centers

that we had these large numbers of wage earners who had not prac-
ticed frugality and thrift and were consequently a charge upon the
charity of the community.

Socially minded citizens conceived of the idea of organizing insti-

tutions that would stimulate and implement thrift on the part of
wage earners. And the idea of thrift and frugality was taught and
these institutions were set up almost as philanthropic institutions,

and the men at the head of them usually took no salary and con-
sidered that they were rendering a public service of great importance,
as so they were. It soon became apparent that the benefits of these
savings institutions had two different aspects. Their chief objective

was, of course, to encourage the thrift of individuals and to provide
a method which would enable persons with small incomes to accumu-
late a reserve from their wages and salaries. Such funds furnished
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assurances that they would be able to take care of themselves and
would not become charges to society or burdens to their friends and
relatives.

On the other hand, these institutions provided a mechanism for the

collection of funds which were needed for the building of our rail-

roads, the expansion of our industries, the construction of our homes,
and the provision of utilities in our rapidly developing cities. Thus
the savings institutions facilitated the processes of industrialization

and urbanization and assisted in providing proper homes and security

for the industrial workers.
Although these three types of savings institutions continued to

grow with the industrial development of the country and the growth
of population, they met with varying degrees of success. The sav-

ings banks undoubtedly made the greatest headway up to 1900. In
that year mutual savings banks had deposits of only $2,000,000,000
belonging to 5,000,000 depositors. The life-insurance companies
doing business in 1900 had only 3,000,000 ordinary policyholders and
11,000,000 industrial policyholders. Tlie admitted assets back of
these policies amounted to about $1,700,000,000 in 1900. The build-

ing-and-loan associations of that year had li/^ million members and
assets of $614,000,000. In comparison with their present magnitude,
they were relatively unimportant.
These figures, however, are impressive evidence of the need that

was served by the savings institutions during the industrial develop-
ment of the nineteenth century. They bear witness of the thrift of

these millions of persons and they demonstrate the ability of our
economic system to enable workers to purchase their own security

out of current income. However, impressive as they are, they fade
into insignificance when we examine the situation 30 years later

—

1930.

In 1930 the total savings deposits in mutual savings banks
amounted to $10,000,000,000. That is in the first 30 years of the
twentieth century, while population increased from 76,000,000 to

123,000,000, a growth of 61 percent, savings-bank deposits in mutual
savings banks grew 331 percent. Nor was this all. In the meantime
the State and national banks, envious of the success of the mutual
savings banks, had entered the savings-deposit business. In 1930 the
total savings deposits in the mutual savings banks and in the sav-

ings departments of commercial banks amounted to $29,400,000,000.

How many million people contributed to this huge fund, no one
knows.
The Comptroller's Report gives the number of depositors for that

year as 52,000,000 people, but, of course, there were many duplica-
tions where depositors had more than one account. No matter how
much these figures are discounted we cannot escape the conclusion
that the hopes of a very large percentage of the population were
centered in their savings deposits.

Some idea of the relative importance of this huge savings fund
is obtained when compared with the regular bank deposits subject
to check of the same year—1930. Demand deposits of that year
totaled $25,200,000,000. In other words, savings deposits accounted
for over half of the total bank deposits. Of course, not all of the
savings deposits were made by people of small incomes, but typically

this was true. Wealthy people had other opportunities for invest-
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ments and were not satisfied by the small interest rates paid on sav-
ings accounts. The number of deposits indicates clearly this situa-

tion is primarily an institution of the great middle class.

Life insurance also experienced a phenomenal growth in these 30
years. The admitted assets of one billion seven hundred million in

1900 jumped to eighteen billion eight hundred million in 1930. The
funds accumulated to the credit of life-insurance policyholders as

reflected in the admitted assets of legal reserve life insurance com-
panies was 10.8 times what it had been in 1900. That is, in the
period of 1900 to 1930 these assets grew more than tenfold.

In 1930 there was a total of $108,000,000,000 worth of life insur-

ance in force—the face value of the policies in force. Of this, 90
billion was ordinary insurance. The balance, $18,000,000,000 repre-

sented the industrial insurance written for amounts under $1,000.

This insurance was held in 33,000,000 ordinary policies and 89,000,000
industrial policies, a total of 122,000,000 policies. Of course, this

did not mean 122,000,000 separate individual policyholders, as there
were many who owned more than 1 policy. It has been estimated,
however, that this insurance covered the lives of no less than 60,000,-

000 separate individuals, roughly 1 out of every 2 men, women, and
children in the United States.

Turning now to the building and loan association, we found in

1900 they had I14 million members and controlled assets of $600,-

000,000. By 1930 there were 12 million members of the building and
loan associations and they had assets of $8,800,000,000.
The assets of these institutions in 1930 were 14.4 times as large as

they were in 1900.

To comprehend the importance of the forces represented by these
institutions we must view them not as separate organizations, but as

parts of a whole. When we examine the savings accumulated by all

three types, we are impressed not only by their magnitude but by the
great rapidity of their growth. Total savings in the 20 years from
1910 to 1930 increased 382 percent. In this same interval, 1910 to

1930, the population of continental United States showed a growth
of only 331/2 percent. With aggregate assets of over $56,000,000,000
invested in high grade bonds and mortgages, the savings institutions
entered the great depression of the thirties in a new position, a posi-
tion quite different in importance from what it had been in previous
depressions. This was the first great depression in which the fate of
the creditors affected such a large proportion of our city population
and carried grave political consequences.
The year 1930 found the funds in our savings institutions at their

record height up to that time. Unemployment and reduced wages
and salaries which came with the depression presented some of the
contingencies against which that fund had been accumulated by indi-
vidual savers. As the depression continued and conditions grew
worse, savings were drawn upon to ease the burden of unemployment
and reduced incomes.
Between 1930 and 1933, savings and time deposits declined $8,000,-

000,000. The total number of savings and time depositors dropped
from 53,000,000 to 40,000,000. The persons who either' lost their
savings accounts or were forced to close them out numbered 13,000,-
000. Life-insurance savings were also sacrificed in this emergency.
Some policyholders were forced to borrow on their policies, to let
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them lapse, or to surrender them entirely. The number of policies

lapsed, surrendered, and purchased was over twice as large in 1933

as in 1930, and loans on policies in this period increased by a third.

In these 3 years the number of policies in force declined from 122,-

000,000 to 113,000,000 and the amount of ordinary insurance in force

dropped 9 percent. However, the admitted assets of the life insur-

ance companies continued to increase.

The building and loan associations also felt the strain of depres-

sion as their members were forced to withdraw savings and as defla-

tion reduced the value of their assets. Between 1930 and 1933 mem-
bership dropped from 12,000,000 to 9,000,000, and the assets declined

about $2,000,000,000.

The significance of this savings fund flows more from the nature

and number of the group protected by it than from its huge size.

Information concerning the characteristics of the individuals who
Qiake up this thrift group is not available in statistical form to any
great extent. We do know, however, that in general it is made up or
composed almost entirely of people living in the industrial States.

The precise number of persons with an interest in this fund is

unknown even today. All that is known is that as a group they have
44,000,000 savings accounts, they own 124,000,000 life-insurance poli-

cies, and over 6,000,000 of them own shares in building-and-loan
issociations. Even though these figures must be shaded somewhat
;o allow for duplications, it is clear that a very large number of
persons in this country rely today upon the savings institutions.

Vloreover, the evidence is that the savings institutions are continuing
:heir vigorous growth.
These millions of savers, policyholders, depositors, members of

savings and loan associations, are predominantly located in great
cities. Farmers have little occasion to use the mutual savings bank.
Life insurance officials will tell you that farmers do not constitute

1 very good prospect for life insurance.

I said a moment ago these millions of savers are located pre-
dominantly in our great cities. It is important to realize that these
savers in our great cities constitute the principal market for the
products of our factories. Anything that shakes the confidence of
the savers in their savings institutions, anything that weakens their
confidence in the solvency of these institutions changes their habits
in buying and in consuming products. They tighten their belts,

they postpone purchasing anything except necessities. The result

is a decreased demand, a decreased production, and a decreased
employment.
We have given hostages to fortune to the extent that we have

placed such huge sums of savings in the long-term debts of States,

Federal Government, railroads, utilities, industries, farm mortgages,
home mortgages, and mortgages on city property. In previous de-

pressions, when these savings institutions were relatively insignificant,

it was a simple matter to let the orthodox economic process work
itself out through the bankruptcy courts, to liquidate debts through
the bankruptcy courts; when only a few individuals made up the
"bloated bondholder" class the liquidation of those debts did no great
harm to your social structure, but when the millions of savers, the
millions of policyholders, the millions of holders of passbooks in the
mutual savings banks and the savings departments of commercial
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banks are the owners of the bonds and mortgages, you cannot allow
that deflationary process to liquidate those debts and disillusion those
millions of savers. If you were to do that, you would change their

buying and consuming habits so rapidly that you would bring about
an economic collapse almost overnight.

We have established the precedent in this depression for the first

time of the use of Federal credit in support of the debt structure,

in support of these great savings institutions. That precedent has
been established. It was absolutely necessary, in my opinion, for the
Federal Government to go to the aid of the debt structure. I shudder
to consider the consequences if we had attempted to get out of the
depression of the thirties without such process.

The Chairman. Those who contend that every institution, the

whole system, should have been permitted to go through the wringer,
as the phrase has it, are overlooking, are they not, the fact that we
are no longer living in an individual economy, but we live in a cor-

porate economy, represented by the aggregation of these tremendous
assets by large institutions.

Dr. Davenport. That is right.

The Chairman. The whole industrial system is the product of

corporate economy, and the disaster which would be localized in

the ordinary bankruptcy of an individual would be Nation-wide in

the bankruptcy of a huge institution.

Dr. Davenport. We are all in the same boat now.
The Chairman. In other words, the same reasons which support

the contention that the Federal Government had to step in with
credit to prevent complete liquidation is support of the practice which
has been followed heretofore of preventing, or at least reducing, the

extent to which large organizations like the railroads were permitted

to go through the wringer.

Mr. Davenport. That concludes my direct testimon;^.

Mr. Nehemkis. Mr. Henry Dennison is the next witness.

The Chairman. Mr. Dennison, do you solemnly swear that the

testimony you are about to give in this proceeding shall be the truth,

the whole truth, and nothing but the truth ?

Mr. Dennison. I do.

TESTIMONY OF HENRY DENNISON, PRESIDENT, DENNISON
MANUFACTURING CO., FRAMINGHAM, MASS.

Mr. Nehemkis. State your name, please.

Mr. Dennison. Henry S. Dennison.
Mr. Nehemkis. What is your occupation.

Mr. Dennison. President of the Dennison INIanufacturing Co.
Mr. Nehemkis. Are you a member of the Advisory Committee of

the National Resources Committee?
Mr. Dennison. I am.
Mr. Nehemkis. Mr. Dennison, I believe that you are co-author of a

volume entitled "Toward Full Employment." Is that correct?

Mr. Dennison. It is.

Mr. Nehemkis. Wlio are the other authors of that volume?
Mr. Dennison. Mr. Flanders, Mr. Leeds, and Mr. Filene.

Mr. Nehemkis. I take it, Mr. Dennison, that like yourself the co-

authors of that volume are all business men.
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Mr. Dennison. Yes; they are.

Mr. Frank. They have all met pay rolls.

Mr. Dennison. So far as I know.
Mr. Nehemkis. And I think one of the authors, Mr. Flanders, if

memory serves me correctly, has already appeared before this com-

mittee.^

Mr. Dennison, are you prepared to testify ?

Mr. Dennison. I am.
Mr. Nehemkis. Will you proceed, calling for the charts that you

need as you go along?

VOLUME or public construction—FEDERAL, STx\TE, AND LOCAL 19 20-19 3 8

Mr. Dennison. The testimony we have had so far had to do with

the accumulation of savings primarily and their tucking away in

various reservoirs. I shall take up a part of the use and investment

of savings, a very considerable part in construction, both public and
private, in the United States. We have taken construction with ref-

erence to private construction, to be what I think would ordinarily

be called real property. We have eliminated machinery from those

figures of private investments. We have taken with the Govern-

ment figures for public construction what would ordinarily be known
as pulblic construction, practically all the dams and public buildings,

school houses, and have included, of course. State and local with the

Federal.
One chart will show the distinction among the three divisions hav-

ing to do with the Federal and State and local divisions.

The idea is to show the relation over 20 years or so of this large

sum, of the public and the private sectors and to analyze a little

more closely the public sector, to show some interesting and important

facts concerning it.

The leaving out of machinery was done largely because the com-
parison shown here is more clear if this construction and maintenance
is taken out in the private sector for the buildings alone. The two
occupations are more nearly alike. If the machinery had been in-

cluded the relations would have been very much the same.

We start with the first chart, which I can identify as the same as

the large one. The title is "Public and private construction and
maintenance in the United States, 1920-38."

Mr. Nehemkis. Mr. Chairman, I offer in evidence the chart just

identified by the witness.

The Chairman. The chart and table may be received.

(The chart referred to was marked "Exhibit No. 613" and appears
on p. 3776. The statistical data on which this chart is based are

included in the appendix on p. 4064.)

Mr. Dennison. This lower section is the total public, which includes

State and local; the upper section in yellow is the total private.

There are several interesting points about that. It starts in 1920
and ends with 1930, which has had to be very slightly estimated and is

probably correct within a very small percentage. The bulk, as will

be seen, has been in all the late twenties up to 1929. A very heavy
proportion, 75 percent or about, has been private construction.

h
J- For testimony of Ralph E. Flanders, see Hearings, Part III, pp. 925-937.
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The Government share—and again I want perhaps to emphasize

and perhaps not do it again, that government is local and State as

well as Federal—was rising all during the twenties except for a slight

drop in '23, and carried along until the peak of 1930. The private

construction sector came to its maximum in 1926, as it includes hous-

ing ; that is one explanation anyway, although there was a softening

in general in private construction from then on. The largest private

sector happens back not at the last end, not in the great year of '29

that we usually think of, but back in 1926. The Government sector

was rising all that time, so that the peak year of the two together

is '27, with very slight drops in the succeeding 2 years.

Then you see the familiar toboggan slide which is exaggerated in

the case of construction, as you have no doubt heard many times,

because that is the critical and crucial sector of our economic life.

That can stop almost utterly ; the current operations have to go on

to a certain extent anyway to keep the population alive, but we can

almost completely stop, if conditions are bad enough, the sector of

construction for productive purposes. Here was this very heavy

drop. The figures show it played very close to 11 billions, this pri-

vate sector, in the late twenties, and then dropped with great sud-

denness to 8, 5, to 3 and to 2, virtually, ending in '33 with just over

2 billions of dollars.

Mr. Frank. Private?

Mr. Dennison. Private construction; that is the private alone.

The total can be seen perhaps by the top lines as readily as it can

be read. The private construction is hard to pick out there. That

is why I gave you the figures.

The recovery period showed the building up slightly of both with

1936 showing the first considerable increase, and that also was an in-

crease in both. Thirty-seven shows a slight drop in public construc-

tion, but more than enough increase in private to make up for it;

'38 holds about even in total and shows a slight increase m public

construction, with almost equal decrease in the private.

The Chairman. It would appear from this distance, Mr. Dennison,

that government construction in 1930 was approximately the same

in amount as in 1938.

Mr. Dennison. Just a few dollars over; it is a little bit larger.

The public in 1930 was 3,733,000,000; in '38 it was 3,711,000,000,

almost exactly the same.

Mr. Frank. So our public-works program has just about caught

up with what it was in '30.

Mr. Dennison. Just about.

The Chairman. I assume that there may be a different proportion

between Federal and State and local in the two columns.

Mr. Dennison. The next chart will show that there decidedly

was a difference.
. <. -r. i i

The Chairman. In other words, that the proportion of Federal

construction in 1938 was vastly greater than in 1930.

Mr. Dennison. Federal and Federal-aid construction is very much

greater. We have drawn the distinction between the two.

One word perhaps should be said with reference to the chart. We
have included maintenance. I will show later, just for safety and
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clearer understanding, a chart which shows the public maintenance

charge separately.^ It is not significant to our purposes because it

goes along so perfectly uniformly. It is almost an even percentage

all the way through. It did not seem safe to leave out maintenance

because maintenance comes so close to being construction ; it is hold-

ing up and keeping the condition of the asset up to full value and

we felt that to show the full story it should be in.

The next chart is, "Outlay for Construction and Maintenance of

Government Plant, 1920-38, Federal, State, and Local."

The Chairman, The chart may be received.

(The chart referred to was marked "Exhibit No. 614" and appears

on p. 3779. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4064.)

Mr. Dennison. That brings out immediately the point that you
make. We have here in the lower bar strictly Federal, direct Federal,

operations. We have in the middle bar, which is colored yellow, the

Federal aid, which includes both the loans and the grants in aid,

and we have in the upper bar, that beautiful purple, the strictly

local, direct, unaided local operations.

The Chairman. Federal -aid to States appears on this chart in the

first bar which appears in the year 1920. I assume that is principally

road construction.

Mr. Dennison. I assume that is almost wholly road construction.

I don't remember that in those early days there was anything but.

There may have been small operations in the nature perhaps of irriga-

tions or flood controls or something like that, but it was extremely

minor in any case and showed up as the first growth of any kind
in 1930, which about doubled 1929 ; 1931 then not quite doubled 1930,

and from then on that sector of Federal aid has grown, as shown
there, very greatly, and the figures give it in the accompanying tables

quite clearly.

There, as clearly as one could show it, I think, is the picture of

our total governmental construction and maintenance activities.

Notice that in 1936 there was a considerable increase in the Federal
activities, which dropped in 1937, of both sorts, direct Federal in 1937

which dropped most heavily, and in 1938, while the direct Federal
dropped the aid increased, but the top year of Federal aid and
direct added together was 1936. The local has increased fairly

steadily but very slightly from the low year of 1933, the local direct

figure.

I am showing for the record, and it need not take more than a
moment, a chart, "Public Construction and Maintenance in the United
States, 1920-1938."

The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 615" and appears
on p. 3780. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4060.)
Mr. Dennison. Now, that is simply shown to separate the mainte-

nance from the construction, so that a thorough understanding, if

anyone needs at any time to use the figures, can be given somewhere
separately. In the full record I hope that many of the details of

1 Subsequently entered as "Exhibit No. 615," see infra, p. 3780.
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these figures will be given.^ I suspect they will. Here, in making

a relatively short appearance and not to weary you too much, I am
using a very minimum of the charts. This I don't think has any

particular significance. The totals will be just what you have seen

before.^

The fourth and last chart that I want to show is entitled "Wliat

Was Built by the Government, 1920-1937."

The Chairman. The chart may be received.

(The chart referred to was marked "Exhibit No. 616" and appears

on 3782. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4065.)

Mr. Dennison. This is again Federal and local and State govern-

ments, and the form of expenditure in six main classes. Here is the

highway expenditure, which, as one sees, is by all odds the largest.

It goes 'to a figure of $1,480,000,000.

Mr. Frank. In 1930?

Mr. Dennison. In 1930. It has been a very considerable volume

of governmental activity over the whole United States from 1920.

Jts meaning, of course, is perfectly clear. We had to have roads if

we were going to have automobiles, and we had to have automobiles

if we were going to have roads, and there we were, but in all cases

over the whole it seems to me it must be taken as an extremely im-

portant activity which has then led to the richness and variety of life

in any case of the whole citizenship if it hasn't done even more.

This is water supply, sewage disposal, and that sort of thing, or

water activities, the total of the river work, harbors, and all that sort

of thing.

Here are the public educational buildings, schools. You realize this

is also the local expense.

Here is the naval and military expenditures which come to con-

siderable figures in the last 4 year's. They stayed about even, 40 to 50

or 60 millions in the middle of the session.

PLANNING OF PUBLIC WORKS NATIONAL RESOURCES COMMITTEE

Mr. Dennison. The conservation and development began to get

into considerable importance by 1930, and then the miscellaneous con-

struction of public buildings and the whole range of activities of a

miscellaneous nature.

That I am putting in evidence because it seemed to us when work-

ing together on the book that it must be appreciated that these

activities are of considerable importance, of considerable social and

personal importance; that is, the money that our governments spend

in part at any rate goes to essential facilities that we couldn't do

without ; we couldn't do without our schools in any case, it would be

a horror to suppose what would happen to us if we did without our

roads, or went back even to the condition that they were in years

ago, and all the rest. We must realize that they are extremely

important activities.

1 See also data and chart on "Public construction, 1920-38, Federal and non-Federal
maintenance not included ; part of work relief included," which appear in the appendix
on pp. 4140 and 4141.

. ,-^„^ oo i-, ^ ^ j
2 See table and chart on "Public construction and maintenance, 1920-38, Federal and

non-Federal ; part of work relief construction included," appendix, pp. 4140 and 4142. See

also table "Work relief construction and maintenance, 1933-38," appendix, p. 4143.
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I am suggesting that these charts show that the governmental con-

struction outlet is a considerable matter, it amounts to figures that are

important, and that it devotes itself to purposes that are valid, that

are in fact for the most part essential to our life together in this

country, and, therefore, I want to make the point, as I come here

direct from the meeting of the Kesources Committee, that the quality

of each of the projects is of first importance; and the effectiveness

of each one of the projects in the thousands of projects and tens of

thousands of projects that are represented here, and we must be will-

ing to spend a great deal of effort to be sure that they are good.

I don't think the criticism of Government expenditures as such lies

usually so heavily against simply expenditure as it does against a

project which seems useless, ineffective, or ill chosen, or ill-timed.

It seems to me with the quantity that is here, indicated by the past,

with no indications on our charts that it is lessening materially,

although it may to a slight extent, with that quantity it is of the

utmost importance that we see that the quality is as high as we can

possibly make it. That I believe can be accomplished primarily by

foresight, by looking ahead, by arranging our projects years ahead

of the time that we expect to undertake them, and so handling them

that they can be thoroughly investigated and can be compared with

each other, and particularly correlated. That is the point I want to

emphasize very strongly, the one with another. In other words,

I believe we can do it by planning.

It is an old principle—planning. We talk about Alexander Ham-
ilton and the Army and everybody else years ago ; but to come more
nearly to date, there has been excellent planning for years by govern-

mental bureaus; with long foresight they have been planned years

ahead. The difficulty has been not with their individual planning, but

there has been altogether insufficient means of bringing their various

plans together, comparing them, particularly sometimes of uniting

them so that two different bureaus dealing with the same sort of thing

could bring their plans together in advance and work them out. You
will realize that there are something like 80 in the Federal Govern-
ment alone, something like 80 separate agencies that at some time

or another give the funds with which to take part in construction

projects, and the correlation and integration of the work of any such

large number is a task of very considerable difficulty and of very

considerable importance.
That was first recognized in a given form by the Congress in 1931

when they set up the Federal Employment Stabilization, and that

was given, among others

—

the duties to cooperate with the construction agencies in formulating methods
of advanced planning, to collect information concerning advanced construction
plans and estimates by States, municipalities, and other public and private
agencies, which may indicate the probable volume of construction within the
United States, or which may aid the construction agencies in formulating their

advanced plans.

It is quite significant that at that time the beginnings of a coopera-
tion with the States and local authorities was instituted. As is seen

here, most of our public works would ordinarily be and have commonly
been undertaken as local projects, and the Federal share has always
gone out, most of it except the work that has been done here, a great
deal by the Department of Agriculture, the Department of the Inte-

I
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rior, the Army's engineers, and all the rest, into these various com-

munities, and there has been, I think, altogether too little institu-

tionalized, organized cooperation so that plans of the one may be

known in advance and correlated and integrated with plans of the

other, .
j_ ^ ^

When the P. W. A. was set up this became a very important mat-

ter, as most of the work had to be done outside of Washington m
the field, so to speak, in the country at large, and then Mr Delano

and Dr. Merriam and Dr. Mitchell were asked to act as a board to

criticize and correlate and bring together all the projects. They

worked in cooperation with the Federal Employment Stabilization

Board until the appropriation of the latter expired. The full duties

were taken over by the National Kesources Board, which was an

enlargement of the smaller committee, in 1934. Since then one of

their principal jobs has been to get the projects far enough m ad-

vance so that thev could be thoroughly criticized and thoroughly

thought over not from one point of view, not an irrigation project

from the point of view of irrigation alone, but of game conservation,

of flood control, sometimes of navigation, of power; so that all of the

possible interests, all the possible services that any project could per-

form in any district could be thought over and the project so set up

that it would serve the maximum purpose in all those directions.

The way we have gone about the planning, I simply want to indi-

cate very shortly with the idea of showing that it is a practical thing.

As far as we have gone—of course, we have far to go to do a good

job—it appears to be a wholly practicable thing.

Our method is first to rely on the departments here, or the 1^ ed-

eral (Tovernment, listing their projects just as they did with the

Stabilization Board, and we bring those to others to look over, to

see if they have any that correlate with them that ought to be taken

into account when they are thought over.

We go to the State planning boards which are set up very suc-

cessfully over the country. There are now 46 active State planning

boards over the country, and through them we can work with county,

city, and municipal planning boards. They have their projects,

which are either local, or jointly Federal and local, or are projects

for the Federal Government alone ; they have a long list ahead, so

that when any one of them is taken up, it can be looked at m the

setting of all of the likely projects that will show up in the next half

dozen years. It is significant that the first listing of the Stabiliza-

tion Board was that they called upon the departments for projects

for the next 6 years.

We have done a great deal of work through special committees and

regional committees, interstate committees, in such things as the

Rio Grande project, the Red River,, and others, where for some

special proposition we bring them together.
•

i at i.

We have two very active regional committees, one m the JNorth-

east and one in the Northwest, who are studying in each case for a

half dozen States, projects that involve all of the States m coopera-

tion with each of the State planing boards. We formed these com-

mittees out of the people involved in the various departments to

criticize and work over the projects as they have come to us.

The best example and the furthest advanced m work is the Water

Committee. There we have representatives of the bureaus that are
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concerned with work on the rivers; in the Army in the irrigation

division you have conservation, and all the rest. We have in each

case some men outside the Government. In the case of the Water
Committee, Abel Wolman of Maryland, who is outside the Federal

Government, acts as chairman, and they have done a sample of work
which I would like to show iaecause I think it is the best example
we can give of the promise which this type of advanced planning
holds. I think that an examination of these two drainage basin re-

ports which are public documents—I have plenty here if anyone
wants them on the spot—of December, 1936, and a revision in 1937,

shows just about what is meant by planning and just about the prac-

tical possibilities of making it a success.

Mr. Frank. Could you identify these two reports so they can be
incorporated by reference?

Mr. Dennison. The first report is "Drainage Basin Problems and
Programs, December 1936, National Resources Committee." ^

The second report is, "Drainage Basin Problems and Programs,
1937 Revision, National Resources Committee." ^

One or two points about those reports I want to emphasize. In
the first place, it is a multiple-use problem. The special reason for
undertaking it is that there is hardly a project there that involves
simply one bureau. They involve the interests that two or three
bureaus are set up to guard, but, more than that, in preparing these

we have had local participation of 45 committees covering the 115
basins that are covered in that first report; 550 people around the
country have taken active, interested part in working out these reports,
getting as far as they can. They have been very thorough with
respect to one project and just barely mentioned another that is in the
future, that is in the offing, and then there would be one half worked
out. But there we have a connection between the center, as illustrated
by some of the bureaus here that have part of the work to do and part
of the interests to guard, and the field, working together in these com-
mittees. We think that decentralization is of the utmost importance
for all the construction activities, or almost all, that the Government
might undertake, and so I am emphasizing and reemphasizing the
importance of that in respect of thorough understanding—the chance
to criticize thoroughly before Congress or the Executive has to select

and undertake. We are trying to lay before those who have the final
selection to make the fullest information possible and the biggest
background possible. We believe that this sort of planning can
make—cannot guarantee but greatly assure—the effectiveness and
the real quality of the various projects that have made up Govern-
ment expenditures in the past and are almost certain to make up a
very significant part of our total investment in this country in the
future.

The Chairman. How do you correlate this with the problem of the
investment of so called private funds which was delineated before us
this afternoon by Dr. Davenport?
Mr. Dennison. This Government part of this is not, I suppose, to

be talked of in precisely the same language as the investment of
private savings. This is sometimes called the investment of Govern-

^ On file with the committee.

124491—JO—pt. 9 20
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ment savings.^ I think the terms are misleading and probably we.

have got to reanalyze and invent some others. This, after all, is a

Government expenditure. It is different from others such as paying
teachers' salaries, without which, of course, the schoolhouses are no

good. The difference is that you have something you can look at and
touch afterward. Presumably a teacher gives you a quality and a

value in the future that may be of much more importance than the

schoolhouse itself, but that is in the realm of the imagination.

ROLE OF PUBLIC WORKS IN SOLUTION OF INVESTMENT PROBLEM

The Chairman. But this committee has been requested by the

President of the United States to develop, if possible, information on
how investment funds—by which I assume to be meant private invest-

ment funds—may be actually put to work.- Your testimony does not

deal with that; you are speaking only of the contribution which
Government expenditure may make and you are not offering any
solution to the problem of unemployment, are you ?

Mr. Dennison. I am not.

The Chairman. I observe from your chart entitled "Public and
Private Construction and Maintenance in the United States" ^ that

the entire contribution of public construction for the years 1933 to

1938, inclusive, approximates about $18,000,000,000, and that the pri-

vate contribution to construction and maintenance during the 2 years,

1927 and 1928, also amounted to about $18,000,000,000. Is that

correct ?

Mr. Dennison. There are about 20 for the private and about 19

for the Government.
The Chairman. In other words, it is your judgment that private

construction called for the expenditure in 2 years of a billion dollars

more than the entire Government expenditure. Federal and State,

for public construction during the years 1933 to 1938 inclusive?

Mr. Dennison. Two years in the late twenties.

The Chairman. Yes, 1927 and 1928. Did I not say that? That
is what I meant if I didn't say it. In other words. Government
spending in itself is not the contribution toward the restoration of

prosperity that private spending is.

Mr, Dennison. Under the present situation I don't see how it could
amount to more than a fraction of the contribution.

The Chairman. The question for us, then, to answer for the Presi-

dent and for the country, I take it, is how we can stimulate these

private expenditures without which there can be no real prosperity.

Have you any suggestion to make to us on that score ?

Mr. Dennison. I think that is the crux of the matter, but I haven't
prepared on that particular angle. If I had, I am not at all sure that

I would be quite bold enough to make the suggestion.

The Chairman. That, of course, as you say, is the crux of the

matter and desirable public expenditure or public construction in

itself is no answer to the problem unless by means of it we succeed
in putting people to work.

i In this connection see table and chart on "Funds available and the disposal of such
funds by the Federal Government, total, 1031-38," appendix, pp. 4144 and 4145.

2 See "Exhibit No. 546." appendix, p. 4000.
3 See "Exhibit No. 613," appendix, p. 4063.
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Mr. Dennison. Yes. I am emphasizing simply that it is extremely

mportant in the situation. I think it is important psychologically.

[ think we have felt for years we should do our best to make that

valid and good, what there is of it, but for a long time to come,

onger than I expect to be wandering around here, I think the prin-

cipal thing is to look for private expenditure.

The Chairman. So that you are not offering this plan of public

expenditure as a solution of our problem.

Mr. Dennison. Absolutely not.

The Chairman. There was another thing, Mr. Dennison, which
appealed to me very strongly from your chart, "What Was Built

Dy the Government." ^ It is just by way of commentary, not that it

las any great significance, but it would appear from this chart that

jroverimient expenditure for educational construction was far greater

luring the period 1920 to 1937, inclusive, than all expenditures for

military and naval construction. Your chart shows that.

; Mr. Dennison. Very much greater, yes.

I

The Chairman. And Government expenditure for highways was
lipparently greater than the total expenditure for naval and military

purposes, public educational purposes, and sewage disposal and
vater supply purposes.

Mr. Dennison. Eoughly speaking the highways have been pretty

: learly half and that is to say equal to all the others put together, a

i ^ood many years slightly more than half. It runs not far from half

ill through the twenties. Highways has been equal to all the rest

i)f them added together.

The Chairman. I think it is probably not very well understood

hat military and naval construction is such a small proportion of

he total Government expenditure during this period.

Mr. Dennison. Even as it has grown—it is 200 millions—but with
he highways at 800 million, they have gone down a great deal.^

Mr. Nehemkis. Are there any other questions to be asked?

Mr. O'Connell. Referring to the chairman's earlier question, it

seemed to me that your entire discussion of this type of activity

issumes the social desirability of public expenditures of the char-

icter that you are referring to. Isn't that true ?

j

Mr. Dennison, Yes ; it certainly does.

j

Mr. O'CoNNEiiL. Would it be too much to say that it also as-

{ sumes some beneficial effect of this type of activity insofar as creating

employment, and so forth?
Mr. Dennison. Yes; I think that is wholly true. I think if you

magine cutting all of this off suddenly you would find yourself

;hinking of considerable deflation. I would say that to depend upon
government construction to fill up the whole gap within the measur-
ible number of years would be, well, decidedly premature and unwise.

The Chairman. Not only premature and unwise, but impossible.

Mr. Dennison. It would be quite impossible as well. We can't let

a)p on all of the efforts in the world, it seems to me, to spur the

present construction, because I don't think we could win out on the
public alone under the best of circumstances.

1 "Exhibit No. 616," supra, p. 3782.
' See also table on "Expenditures for construction and maintenance of naval vessels in

the United States, 1920-38," which appears in appendix, p. 4146.
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Mr. Frank. On the other liand, having read your book—perhaps
that is an unfair advantage—I gather

The Chairman (interposing). An unfair advantage of Mr. Denni-

son
Mr. Dennison. He is quoting the Bible—'Would that mine ene-

niy * * *"
. ,

Mr. Frank. I am going to ask whether you don't think that public

expenditures indicated in your first chart are very important as a

means of furnishing the basis for the private expenditures in the

field of construction and otherwise, and for helping to meet the

problem of unemployment.
Mr. Dennison. I have no doubt whatever that the public expendi-

tures help to meet the problem. I don't see how it could be figured

any other way, but that if the public expenditures are there there

is that much less unemployment than there would be. Also, we had

very much in mind in the book, a more—I hate to use the word

—

normal situation. That is, what I am saying is that we can't now,

or couldn't certainly after '32, have counted on public expenditure

to fill up the whole gap. We probably can't count on it to fill up

the gap that is left, considering the increase in the population and

all the rest, today. But we should consider, as we said in the book,

a fluctuation in public expenditure, public construction, a fluctua-

tion to help cushion the fall and perhaps prevent it. I don't know
that it will prevent; if it is tackled early enough it may, and of

course that involves the retraction and diminution of public con-

struction as soon as private business activity goes on.

The Chairman. May I interrupt to say that I didn't mean to imply

by my questions that the Government expenditures, both State and

Federal, for public construction, were not a very important contribu-

tion to the solution of the trouble. My point, however, is, as demon-

strated by this chart, that the Government expenditures are, compara-

tively speaking, only a drop in the bucket as compared to the expendi-

ture which is necessary to restore anything like a prosperous economy.

Would you feel that that is a correct way of stating it ?

Mr. Dennison. I think we can put it in a word by saying that we

can look to this field for a certain tonic and amelioration but not for a

cure. If you talk public expenditure as a cure, then I think you are

talking certainly beyond your time, beyond the moment, and beyond

the possibilities'^ of the moment, but what can be done in that field

without any damage which overwlielms its usefulness is. it seems to

me, very much to the good, and if it is the sort of thing we want

anyway, there can be very little argument against it.

Mr. Nehemkis. To put it somewhat differently, we might say it is

a way of holding the line until private investment moves up to the

front ranks.

Mr. Dennison. I think that is another way to put it, that one might

keep in good condition with a tonic until natural forces begin to build

up his health.

The Chairman. Then, of course, the other question arises whether

or not the Government can, for a long period of time, follow the policy

of engaging upon construction of this kind with borrowed funds and

not out of income. Construction out of income is one thing; construc-

tion with borrowed funds over a long period of years is quite another.
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Mr. Dennison. That I would not be bold enough to have views

ipon.

The Chairman. You don't offer any opinion on that ?

Mr. Dennison. You have men so much better qualified than I that

ny view would be simply that of an amateur.

The Chairman. So that this testimony leaves this whole question of

ieficit spending unanswered.
Mr. Dennison. It does. It takes a very small and very practical

mgle of the whole, that here is this Government activity which enters

nto your problem, as you have already said, to some extent, and I am
naking the emphasis that it enters in most effectively, perhaps only

effectively, if the quality of the projects is guarded with the utmost
;are.^

The Chairman. Are there any other questions ?

Mr. Nehemkis. No, Mr. Chairman. I would call your attention

hat it is now 5 : 30, and we promised to have the witness through with
lis testimony at that time.

The Chairman. I think you have done very well with a very inter-

iSting witness.

(The witness, Mr. Dennison, was excused.)

Tlie Chairman. What time do you want to begin in the morning?
Mr. Nehemkis. At your pleasure. The witness will be Hon. William

^. White, Superintendent of Banks of the State of New York. The
vitness for the afternoon will be Hon. A. A. Berle, Jr., Assistant
secretary of State.

The Chairman. The committee will stand in recess, if it is agree-

ible, until 10 : 30 in the morning.
(Whereupon, at 5 : 30 p. m., a recess was taken until Tuesday, May

!3, 1939, at 10: 30 a.m.)

1 See tables and charts on "Increase in Federal debt and in value of selected Federal
roperties, 1931-1938," and "Increase in public debt and in Government assets, 1931-
938," whicb appears in appendix on pp. 4146, 4147, 4148, and 4149.
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TUESDAY, MAY 23, 1939

United States Senate,
Temporary National Economic Committee,

Washington^ D. C.

The committee met at 10 : 50 a. m., pursuant to adjournment on

Monday, May 22, 1939, in the Caucus Eoom, Senate Office Building,

Jenator Joseph C. O'Mahoney presiding.

Present: Senators O'Mahoney (chairman). King, and Borah;
Representative Eeece; Messrs. Henderson, Davis, O'Connell, Frank,
nd Brackett.
Present also : Willis J. Ballinger, Federal Trade Commission ; Amos

J]. Taylor, Department of Commerce; Commissioner Edward C.

Richer, Securities and Exchange Commission; Peter K. Nehemkis,
r., special counsel. Investment Banking Section, Securities and
Exchange Commission; and Joseph K. Kelley, associate counsel,

nvestment Banking Section, Securities and Exchange Commission.
The Chairman. The committee will please come to order.

Are you ready to proceed, Mr. Nehemkis ?

Mr. Nehemkis. I am, sir.

The Chairman. Will you please call the first witness?

Mr. Nehemkis. Mr. Chairman, may it please the committee, yes-

erday we examined the formation and flow of the national income,
nd the great importance of savings in that flow. Mr. Ralph Manuel,
•resident of the Marquette National Bank, Minneapolis, described the

lechanism of the dollar circuit.^ Dr. Davenport described the

eservoirs into which individual savings flowed, and the types of
Qvestments made by our great savings institutions.^

He indicated that savings were no longer individual transactions,

lut were woven into the whole economic fabric through the medium of
lur giant financial institutions. His testimony made it clear that the

Lmerican people were not becoming less thrifty, but rather the con-
rary. He developed some of the difficulties now appearing in find-

ng investment outlets for this growing stream of savings, and cited

igures of idle money and cash balances and excess bank reserves.

Mr. Henry Dennison, president of the Dennison Manufacturing
Do., Framingham, Mass., analyzed construction outlays, both public
md private, as investment outlets.^ He showed how public construc-
ion had averaged from 20 to 25 percent of all construction during
he 1920's, but now running from 40 to 50 percent of all, due to the
;reat shrinkage of private construction, especially housing.

1 Supra, pp. 3706-3725.
2 Supra, pp. 3726-3774.
8 Supra, pp. 3774-3792.
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From his testimony it would appear that public construction can

hold the line against further decline, but can hardly be expected to fill

the whole gap. Today, Mr. Chairman, we invite the committees

attention to ways and means for increasing investment opportunities,

especially in the area of private enterprise. ^
, . , -^ .

, ,

The Chairman. By the way, Mr. Nehemkis, I think I might prop-

erly comment on at least the final conclusion of your statement on the

effect of Mr. Dennison's testimony. He was very clear m saymg that

he was offering no solution of the economic problem by Government

spending and whether one may say that his testimony indicated that

the line could be held by that alone I think might be open to some little

debate. I make this comment merely because I don't want it to appear

that the committee is by any means authorizing any definite conclusion

with respect to what the effect of the testimony is.
, . , t

As a matter of fact, as I remember some of the questions which 1

addressed to Mr. Dennison, he expressly disclaimed any attempt to

answer the question of spending. He was merely offering or com-

menting upon what seemed to be a desirable program; but whether

such a program should be carried on by borrowed funds he didn t touch

at all. And that, of course, is one of the problems that this committee

must eventually study.
rr^i . -r n ^ *.

Senator King. May I make this comment : That I would not want

it to be understood that the presentation just made by this distin-

guished attorney was the view of the committee. Certainly some o±

the statements made by him as conclusions would be subject to serious

controversy, and I doubt the propriety or the wisdom, at any rate, ot

counsel representing or stating their conclusion as to what the testi-

mony means.
^

. .^ , ,
, j.

My Nehemkis. Let us merely characterize it as a statement ot

counsel and his impression of what the evidence purported to indicate.

Senator King. That is all right ; let it be so characterized.

Mr Nehemkis. Mr. Chairman, if the committee please, this naming
I have the pleasure of presenting to you as our first witness the Honor-

able William R. White, Superintendent of Banks of the State ot Wew

York
The Chairman. Do you solemnly swear that the testimony you are

about to give in this proceeding shall be the truth, the whole truth, and

nothing but the truth, so help you God?
Mr. White. I do, sir.

TESTIMONY OF WILLIAM R. WHITE, SUPERINTENDENT OP BANKS

OP THE STATE OF NEW YORK, NEW YORK, N. Y.

Mr Nehemkis. Will you state your name and address, please ?

Mr. White. William R. Wliite, 419 East Fifty-seventh Street, New

Mr. Nehemkis. Mr. Wliite, what is your official connection with the

government of the State of New York?
. . ^r. a. .

Mr. White. As superintendent of banks I am the head o± the btate

banking department.
, . u j?

Mr Nehemkis. Mr. White, you have been for a number ot years

connected with the department of banks in one capacity or another,

have you not, sir?
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Mr White. That is correct. I came into the department in 1930 as

assistant counsel and later became deputy superintendent and counsel,

md for the last 3 years have been superintendent of banks.

Senator Ejng. As counsel, you mean legal adviser?

Mr. White. That is correct.

Mr. Nehemkis. Mr. White, are you prepared to discuss this morning

with the committee the possibilities of expanding and opening up the

legal list?

Mr. White. Yes, sir.

Mr. Nehemkis. Mr. White, can you give us an estimate ot the

amount of trust funds and savings-banks deposits in the State of New
York?

, • 1 , ^
Mr White. The deposits of New York mutual savings banks as ot

the end of last year were approximately $5,400,000,000. Accurate

figures concerning the amount of personal trust funds in New York

are not available. We estimate, however, that there are approximately

^7,000,000,000 held by corporate trustees in New York; that is, by New
York trust companies and national banks which are authorized to

exercise fiduciarv powers. We also estimate that approximately one-

quarter of this $7,000,000,000 of trust funds is restricted to investment

tin securities which are prescribed by law for legal investment. All of

the funds held by savings banks are likewise restricted, so that we have

in the State, including the deposits of savings banks and trust funds

which are restricted to investments in which savings banks may
invest, about $7,000,000,000.

Senator King. Part of the first $5,400,000,000 you mentioned and

part of the $7,000,000,000?

Mr. White. Yes; it would include about one-quarter of the seven

billion, and the five billion four hundred millions.

Mr. Nehemkis. Will you explain briefly, Mr. White, the meaning

of the term "legal list" ?

role of legal list in directing flow of investment funds

Mr. White. The legal list is a document published annually by the

New York State Banking Department. It lists the securities which,

in the opinion of the superintendent of banks, comply with the stand-

ards prescribed in section 235 of the banking law and which are there-

fore, in his opinion, legal for investment for savings banks and for

trustees. The fact that securities are excluded from the list is not to

be taken as definitely meaning that those securities are not legal.

However, the fact that securities are included in the list affords some

protection to savings banks and trustees investing in those securities

and, ill fact, investment in other securities is barred by savings banks

and by trustees unless the instrument creating the trust authorizes

investment beyond the list.

Mr. Nehemkis. Not all States restrict investments by savings banks

and trustees in the same manner as New York. Is that correct ?

Mr. White. That is correct. In some jurisdictions we have what is

known as the Massachusetts rule, which means that the State does not

attempt to prescribe with exactitude the securities in which trustees

may invest. On the contrary, a broad discretion is allowed the trustee

in selecting investments so long as he acts with prudence and in good
faith.
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The majority of States, however—the large majority of States

—

have legal lists similar to the one which we have in New York. Some
States, I believe, incorporate by reference the New York legal list

without setting up a list of their own.
Mr. Nehemkis. Before the obligations, say, of a railroad can be

admitted to the legal list in New York, what qualities would the road

have to have demonstrated?
Mr. White. The road must not have experienced a default in 6

years prior to the time an investment is made, it must operate at

least 500 miles of track or have annual gross operating revenues of

at least $10,000,000 during 5 of the 6 preceding years. It must have
earned fixed charges at least one and one-half times during 5 of the

preceding 6 years and during the last year prior to the investment,

and have either paid cash dividends during 5 of the preceding 6 years

equal to one-fourth of the amount of fixed charges or, as an alter-

nate, must have earned fixed charges at least one and one-half times

during 9 of the preceding 10 years. By a temporary moratorium
which has been extended from year to year for the past 8 years, I

believe it is, the rule that a road must have earned its fixed charges

one and one-half times has been displaced by a provision to the effect

that the road must have earned its fixed charges once.

Mr. Nehemkis. In other words, Mr. White, if I understand you
correctly, before the obligation of an American railroad can find its

place on the legal list of the State over which you have jurisdiction

it must have fulfilled the four requirements which you just set forth.

Mr. White. That is correct.

Mr. Nehemkis. I presume that in the municipal and utility fields

the issuing corporations must likewise comply with certain specific

requirements. Is that correct?

Mr. White. That is correct. The law is very definite with respect

to the requirements which must be met by the issuing corporation

or municipality.
Mr. Nehemkis. Can you tell the committee, Mr. Wliite, the amount

of the different classes of securities which make up the list and the

major changes in recent years in its composition ?

Mr. White. The legal list does not attempt to enumerate Govern-
ment bonds, the reason being that all United States Government
bonds are legal for investment without any condition being prescribed

whatever. Hence, because the superintendent is not required to

exercise any discretion relative to these obligations, they are not

enumerated in the list.

In 1931, and I take that year because it was about the last year

when the list reflected the situation as it existed prior to the effects

of the depression, the amounts of the different classes of securities

included in the legal list were approximately as follows: Obliga-

tions of States, two billion three hundred one millions; municipal-
ities, eight billion seven hundred seventy three millions; railroads,

seven billion six hundred two millions; utilities, two billion one
hundred sixty-six millions.

(Senator King assumed the chair.)

Mr, Nehemkis. I suppose in connection with the 8-billion figure

that you gave of the municipals, that is a direct obligation debt;

so it would not be on the legal list because of specific tax provi-

sions.
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, Mr White. That is correct; ves. With the exception of the rail-

road classifications, these figures have not changed materially snice

1931 In the case of railroads, the 1931 figure of seven billion six

hundred millions has dropped to two billion five hundred millions,

and even this amount is not properly comparable to the 1931 figure

because it includes one billion six hundred twenty-five millions of

securities which are eligible for investment only by virtue o± the

temporary moratorium to which I referred a few moments ago.

A^ctually there are less than a billion dollars of railroad securities

which, on the basis of the last year's earnings complied with the

standards prescribed by the banking law of 1931, that is the regular

standard provision of the banking law. This situation is due, of

course, to the fact that decreased earnings in the rail industry made

it impossible for many roads to comply with the statutory standards

which were applicable in 1931.

Mr. Nehemkis. Suppose, Mr. White, that a railroad, the securities

of which are removed from the legal list, is reorganized on a sound

basis so that its earning power is restored and its future prospects

are bright, would savings banks and fiduciaries then be permitted to

invest in its obligations?

Mr. White. If the road defaulted, of course, an investment could

not bei made in its obligations until after 6 years had elapsed and

even if it had not its obligations would not be legal investments

for savings banks or for trustee until the road made a record of 6

years, during which in the case of its mortgage bonds it had earned

fixed charges at least one and one-half times in 5 of the 6 preceding

years, and in the case of its debentures it had earned its fixed charges

at least twice during 5 of the 6 preceding years and in the last year.

Acting Chairman King. Have any railroads that have been reor-

ganized met the 6-year requirement to which you have referred and

thereby become eligible?

Mr. White. I am sorry I can't answer that. I assume that prob-

ably that has been the case in years past, but I wouldn't wish to

try to answer the question.

Acting Chairman King. Not within your recollection ?

Mr. White. Not within my recollection ; no.

Acting Chairman King. On your list of eligibles you have not

placed then, reorganized railroads that have met those requirements

to which you have just referred?

Mr. White. No ; we have not so enumerated them.

Mr. Nehemkis. Mr. White, you have mentioned railroads and
utilities as the two fields of private business in which the funds of

savings deposits and trust funds can be invested. Do you believe

that the list includes all of the investments of these two fields which
might properly be considered as investments for savings and trust

funds?
Mr. White. I believe not in the utility field. For example, I be-

lieve there are undoubtedly a substantial number of corporations

which failed to meet the technical requirements of the banking law,

but whose securities might properly be considered as investments for

savings banks or for trustees. We have found, however, that it is

very difficult, if not impossible, to prescribe fixed standards in the

law which operate to include all the good securities and at the same
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time exclude all those that are not proper for investments, and the

law fails to take into consideration a great many intangible factors

which are incapable of standardization.

Mr. Nehemkis. In other words, I take it that the exact standards

fixed by the law are necessarily inflexible.

(Senator O'Mahoney resumed the chair.)

Mr. White. That is right.

Senator King. May I ask a question there? Have you placed upon
your eligible list, with or without a question mark, debenture bonds
based upon real estate, hotels, large apartment houses, real estate,

urban properties?

Mr. White. No, no ; they would not be legal investments.

Senator King. No matter how meritorious the securities might be?

Mr. White. That is correct. There are no standards prescribed in

the law with respect to that type of security.

Senator King. I suppose the board which prescribes the require-

ments for eligibility there have reached the conclusion that real estate

is so uncertam in value that debentures and mortgages and so on are

not to be placed upon the eligible list.

Mr. White. All of the standards to which I have referred up to

this point are standards prescribed in the law, that is by the legisla-

ture, and these provisions to which I have referred make no reference

to debentures which I assume you have in mind, corporations engaged
in the real estate business.

Senator King. Yes.

Mr. White. Of course, first mortgages are eligible for investment

for both savings banks and trustees.

Senator King. I didn't so understand your statement.

Mr. Nehemkis. Is it your opinion, Mr. White, that there are other

industries in addition to railroads and utilities whose securities might
measure up to proper investment standards for savings and trust

funds ?

Mr. White. In my opinion, yes; certainly consideration should be
given to industries, such as foods, oils, tobaccos, and steel. At the

present time savings banks and trustees which are restricted to the

New York legal list are barred from making investments in corpora-

tions operating in these fields, no matter how sound the individual

corporation may be.

Mr. Nehemkis. As I understood your answer, it was your view
that consideration could be given to such industries as foods, oils,

tobacco, and what was the other one?
Mr. White. And steel.

Mr. Nehemkis. Steel.

Senator King. Do you know whether efforts have been made to

secure legislation broadening the list of eligibles?

Mr. White. Yes; a great deal of study has been given to that in

the last few years in New York and a year ago an act was passed

which we hope will make it possible to broaden the legal list.

Senator King. Would that list include, if it were passed, steel,

tobacco, foods?
Mr. White. The amendment to the law to which I refer is one that

would permit the State banking board to make additions to the list.
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Mr. Nehemkis. How would it be possible, Mr. White, to revise

he legal list to permit the investments of savings and trust funds in

ndustrial fields such as those you mentioned ?

I^Ir. White. There are three general avenues of approach. One

neans of accomplishing the purpose would be to formulate statutory

ests and make them applicable to corporations operating in the m-

lustrial fields. Those tests would be similar in principle to those

hat now apply to railroads and to utilities. However, as I have

ilready pointed out, it is extremely difficult to prescribe fixed stand-

irds which operate effectively to admit all of the good securities and

it the same time bar those that are inferior in one way or another.

The second possibility lies in the consideration of the Massachusetts

•ule to which I have also referred ; the rule which places broad dis-

iretion in the trustee to select securities so long as he acts with pru-

ience and in good faith.

It is probable, however, that most States which have for many
i^ears followed the New York rule would be reluctant or unwillmg to

iccept the Massachusetts rule.

• Mr. Nehemkis. May I just interrupt at this point, Mr. Wliite?

PVould it be a fair characterization on my part to say that the ma-

jority of the American jurisdictions follow the New York standards,

md the rules laid down by your department?

Mr. White. It would be proper to say that a majority of the States

lave legal lists similar to the one in New York. I think that it is

ilso safe to say that since New York originated that method of test-

ing securities that it has been followed by most of the other States.

Senator King. By the adoption of your statute or by reenacting

3r by adopting it in general terms or reenacting it in the same words.

Mr. White. It has been done both ways; usually the State has

taken it over and enacted it into their own statutes, or similar statute.

Senator Kjng. Has there been much criticism of Massachusetts,

where responsibility rests on the trustee and who, I assume, might

be liable in damages if he acted capriciously or without due con-

sideration of the responsibility devolving upon him?
Mr. White. I believe there has been a minimum of criticism of

the manner in which the Massachusetts rule has operated. I am in-

clined to feel personally that it has many advantages over the New
York method.

Senator King. I suppose in view of the large discretion vested

in the trustee, the court or the individuals, or those creating the

trusts have been a little more meticulous and careful in the selection

of the trustees?

Mr. White. That may possibly be true, and of course where the

trustee is given broad discretion that way, the courts have usually

held him to very strict accountability.

Mr. O'CoNNELL. Referring to the Massachusetts rule, do you hap-

pen to know whether in States where that rule operates it results

in a substantially different character of investment by the trustees

concerned ?

Mr. White. Well, in years past I think that it has resulted m
quite a difference in investment practices.

Mr. O'CoNNEUi. You mean more equity securities and that sort

of thing ?
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Mr. White. For example, in Massachusetts the courts have held
that equity investments are permissible.

Mr. O'CoNNELL, Does the legal list in New York operate sub-

stantially as a substitution for the responsibility that each trustee

would ordinarily have under the Massachusetts rule?

Mr. White. I would say not. I think even where the trustee is

operating under a list such as we have in New York, the court still

holds him to pretty strict responsibility.

Mr. O'CoNNELL. That is, it is possible that he might buy secu-

rities that were within the list and still be held to have breached
his fiduciary duty ?

Mr. White. That is correct, depending largely upon the needs of

the particular trust account in which he made the investment.

Mr. O'CoNNELL. But the degree of care required of the trustee

is probably less in the eyes of the courts where they follow a legal

list than where they follow the Massachusetts rule, wouldn't you
think?
Mr. White. I think I would prefer not to express an opinion on

that.

Senator King. At any rate, have you found in New York that the

trustees who were acting under this eligible list have measured up to

the highest standard of fidelity to their trust so that they haven't been
subjected to criticism because they made loans of trust funds upon
security that was not adequate?
Mr. White. Well, I believe that the record of the corporate trus-

tees in New York—I refer to corporate trustees because they are the

only ones that I have any first-hand knowledge of—has been very sat-

isfactory. There have been some cases of abuse, but not many.
The Chaikman. What has been the effect upon the trust funds

of the two systems ? Have you any definite information with respect

to that?

Mr. White. Well, I haven't any information with me at this time.

I am inclined to think that under present conditions most trustees are

confining themselves pretty much to Government bonds so that you
could look at a trust under the New York law and another one
under the Massachusetts law and you would probably find the in-

vestments running pretty much parallel.

The Chairman. So that in effect upon the trustee funds, there is

no difference between the two rules actually ?

Mr. White. I am saying that only—I think that is true only under
present circumstances when trustees are being very cautious and feel

that probably they could do as well or better to stay in the Govern-
ment list, as to go outside.

The Chairman. How long has the tendency been evident to stay

in the Government list?

Mr. White. I would say that it has been in process of development
during the past 6 or 7 years—perhaps 8 years.

The Chairman. In other words, developing over a comparatively
long period of time?
Mr. White. That is right.

Senator King. Does the Government list include State bonds, State

issues ?

Mr. White. I was referring only to United States Government
bonds then, but of course most of the States are also legal.
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Mr. Nehemkis. Mr. White, I believe that there was an amendment
made in the banking law in 1938 which authorized the State banking
board upon application of a group of savings banks to add to the

regular list corporate interest bearing obligations, not otherwise eli-

gible for investment. Is that correct, sir ?

yir. White. Yes; that is correct, and the banking board acting

under that authority has during the past year added to our legal

list in New York debentures in an aggregate of about 577 million

dollars, and those debentures were of the American Telephone &
Telegraph Co., the Liggett & Myers Tobacco Co., the Mountain
States Telephone & Telegraph Co., the Socony Vacuum Oil Co, the

Southern Bell Telephone & Telegraph Co. The board now has under
consideration other securities and it is quite possible, I think, that,

under this new statute which places this discretionary authority in

the State banking board to pass upon securities when application to

list securities has been made to the board by a group of savings banks,
it may be quite possible that we may find a partial solution to our
problem of broadening the legal list, and I think it is interesting to

observe that all of these securities which have been added to the list by
the banking board are debenture bonds.

It was not many years ago when only mortgage bonds were
thought to be suitable investments for savings banks and for trust

funds. In recent years, however, we find that a growing tendency
is to shift part of the emphasis from the underlying security to the
credit standing of the issuing corporation and I believe that as

greater emphasis is placed upon a corporation's earning power and
less upon the underlying collateral that the subject of investment in
preferred and common stocks is likely to receive more serious con-
sideration.

Mr. Nehemkis. Perhaps we might shift that reply you have just

given, Mr. Wliite, by saying that if we are going to permit invest-

ments in common and preferred stocks, it must follow that earning
power has to become the paramount criterion ?

INIr. White. That is correct.

Mr. Nehemkis. What is your opinion, Mr. Wliite, relative to the
suitability of preferred and common stocks for inclusion in the list

of legal investment?
Mr. White. I would be opposed to adding stocks to our present

legal list in New York. However, if a separate list for trustees
were established, I believe that consideration might properly be
given to stocks as a medium of investment. This would not consti-

tute a radical departure from accepted practices. For many years
trustees have invested in preferred and common stocks for the
account of trusts with respect to which they have managerial discre-

tion; likewise preferred stocks have been regarded for many years
as suitable investments for life-insurance companies.
In considering stocks for trust investment it is important to bear

this in mind, that some of our most successful corporations have little

or no funded debt these days. It would seem that the purpose of
many trusts which are concerned with income might be better
served by inclusion of some high grade common and preferred stocks.

The principal reason for not permitting savings banks of ours to

invest in stocks is that the matter of fluctuation of market values
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is of little importance to trusts in comparison with banking insti-

tutions.

In weighing the advisability of granting broader discretion to

trustees to select investments, we should also take into account the

fact that the bulk of trust investments of the trust business today
is done by corporate fiduciaries which are able to retain the services

of experts to pass upon their investments, whereas the legal list was
originally set up at a time when trustees were usually individual

laymen and needed more guidance, probably, than they do today;

and it was also important to bear in mind that at the time these

standards were set up the issuance and sale of securities was not

regulated in the manner that it is today.

Mr. Nehemkis. I take it, then, Mr. White, it is your opinion that

if the legal list were broadened along the lines that you have just

indicated we could to some extent stimulate investment outlets in

private enterprise presently closed to the investment funds of some
of our trust institutions and savings banks?
Mr. White. I think that over a period of years it is important that

our laws permit trustees to invest in all of the sound securities that are

available. Otherwise, we cannot keep open the channels by which
the savings flow into the capital investments of the country and, like-

wise, we will be denying to trusts and to savings the income which they

need.

I would say that over a period of years certainly the legal list and
the laws relative to investment of savings and trust funds has a direct

bearing upon the question that you mention.
Mr. Nehemkis. Mr. Chairman, I have no further questions.

The Chairman. Do any of the connnittee members desire to ask

Mr. White any further questions? Mr. O'Connell? Mr. Henderson?
Mr. Henderson. Mr. White, in this trend toward Governments,

that you have described, which took place both under the Massa-

chusetts rule and under the legal list of New York State and other

States, was there any unfortunate experience of trustees which raised

doubt as to their wisdom in choices they had made in the past and

drove them to securities almost surely not to be questioned by the

courts as to their fiduciary capacities, or was it just the general

volume of Governments that was available ?

Mr. White. Well, undoubtedly the trustees quite generally in the

past few years have had many unpleasant experiences with securities

which they purchased and thought were good which didn't stand the

test of the last few years, and that was probably a factor in making
them a little more conservative. I think another and very important

factor is that with low money rates, high-grade bonds have been sell-

ing at a premium so that the income advantage from buying the

securities of corporations as against Government bonds was not great

enough to justify going into the private field. I don't mean to give

the impression that investments are not and have not been made in

private industries because unquestionably great volumes or great

amounts of money have been invested in those securities and are beino

so invested. Otherwise, these securities would not be selling at the

premium that I refer to.

Mr. Henderson. But as between the Government bonds with prac-

tically complete protection against any question that a trustee has
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to resolve, and the case of the risk taking which goes with others,

it has been ahnost inevitable.

Mr. White. That has certainly been the trend in my experience.

Mr. Henderson. We have moved away from even the normal
amount of minimum risk taking by these substantial pools.

Mr. WnriE. I have here some consolidated figures with reference

to savings banks on that, if you would like me to give them to you.

Mr. I&NDEESON. I would very much.
Mr. White. In 1931 the savings banks in New York had invested

in Government bonds, United States Government bonds, $329,846,000.

That amount increased every year since 1931 until at the end of

1938 it was $1,441,553,000. In terms of percentage of assets ; that

is, in 1931, the j)ercent of United States Government bonds to total

resources in savings banks was 5.5 percent, and at the end of 1938

it was 23 percent.

Mr. Henderson. At the expense of what securities was that gain
in percentage made? What types of securities in that same period

had diminished in attractiveness?

Mr. White. In 1931 the savings banks held $817,670,000 of rail-

road securities, and that amount decreased each year until the end
of 1938, when it was $417,000,000—nearly cut in half. In 1931 rail-

road securities constituted 14 percent of the total resources of savings
banks and at the end of 1938, 6.7 percent.

Senator Ejng. Are the savings banks to which you are referring

all in New York ?

Mr. White. Yes • all in New York.
Senator King. You haven't the figures there showing the invest-

ments of savings banks throughout the country ?

Mr. White. No ; I haven't.

Senator King. And the categories of securities which have been
approved by them?
Mr. WnrrE. No ; I am sorry I haven't.

Mr. Henderson. Mr. White, another question : Has this additional
necessity of caution on the part of institutions such as you mention,
and the consequent greater increase in percentage of governments,
had any effect upon the market price of these securities, in your opin-
ion ? In other words, has there been a greater demand for the Gov-
ernment bonds which has seriously moderated or affected the price
of the others?
Mr. White. Well, yes. Of course, there are probably two im-

portant factors affecting Government bonds. One is the member
banks excess reserves that exist and the other is the fact that other
banks find it difficult to find acceptable borrowers and to find outlets

in other corporations by investing in thel securities of corporations.

Mr. Henderson. And there is a lowered availability of real-estate

loans.

Mr. White. That is correct. I meant to mention that in connec-
tion with your previous question. You said, "What other types of
assets went down when governments went up?" There has been a
gradual downward trend in the mortgages held by savings banks. I
don't have those figures here at the moment, but I think that at the
present time savings banks have about one-half their total resources
in New York invested in mortgages, but banks do find it difficult,

124491—40—pt. 9 21
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with their deposits tending to rise or at least to hold, to lend that
money on acceptable mortgages.
Mr. Henderson. I gather from your testimony that this pressure

on the legal list has impelled your Board, the Banking Board, to

think of additions. But going beyond that relatively narrow need for

a greater volume of acceptable securities, they have the feeling that
the economy would be better off, also, if those pools of savings, or
some part of them, could be canalized into the investments of substan-
tial American industries that have had exceptionally good records

for earnings over a period of time.

Mr. White. That is correct. I would say that when a corporation

has been operating in a field long enough to demonstrate its stability,

its ability to earn, that then our laws should be flexible in some way
to permit trustees and savings banks to make investments in that sort

of business.

Mr. Henderson. Over a period of time some of our industrial com-
panies have had a far better record of earnings than some of our
political subdivisions that were eligible on the list at times, haven't

they?
Mr. White. Yes.

Senator Kjng. May I ask a question? Is any preference given to

the stocks and securities of corporations that have been formed out-

side of New York? In other words, is preference given to local cor-

porations over corporations organized in other States?
Mr. White. No; no preference is given to corporations formed

under New York law or under any other law. Most states, I think,

give a certain preference in their legal list to their own state obliga-

tions and possibly to their municipal corporations.

Senator King. Do you have any data indicating the percentage,
the proportion of loans which have been made to corporations outside

of those which are existing under the New York laws ?

Mr. White. Corporations outside of New York?
Senator Kjng. Yes ; that is, corporations other than those organized

in New York.
Mr. White. No ; I'm sorry I haven't.

Senator King. Are you familiar with this measure which was re-

cently passed by the Senate—I don't know its fate in the House—the
so-called Barkley bill, which requires debentures to be registered?^
Are you familiar with that ?

Mr. White. That is the bill regulating the corporate trust depart-
ments, in effect, of the trust companies and the national banks exer-
cising fiduciary powers. I'm sorry ; I have read the bill, and I think
it was in the Senate for the last 2 or 3 years. I have been fairly

familiar with it at times. At the moment, though, I am not.

Senator King. Would the registration of those debentures, if that
measure were passed or if the States should pass laws requiring issues

of stocks and bonds to be registered, have any effect upon the sal-

ability, the marketability, of debentures, securities of corporations?
Mr. White. I suppose that it might have some effect in some cases.

Mr. Nehemkis. Mr. White, the bill to which Senator King refers

I think is the bill which requires corporate trustees to submit their
trust debentures to the Securities and Exchange Commission.

1 Subsequently enacted—Public Law No. 253, 76th Cong., 1st sess. (53 Stat., chap. 411).
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Senator King. Yes; the so called Barkley bill.

Mr. White. I'm sorry ; I don't feel I am sufficiently familiar with

that bill at the moment to discuss it.

The Chairman. How many States follow the New York rule, Mr.
White?
Mr. White. If you permit me to make a guess on that, I would

say a minimum of 25.

The Chairman. And how many States follow the Massachusetts

rule ?

Mr. White. Probably not over 10 or 12.

The Chairman. Were you here yesterday during the testimony of

Dr. Davenport?
Mr. White. No; I wasn't.

The Chairman, Are you familiar with the extent to which savings

and deposits have accumulated in your jurisdiction ?

Mr. White. Well, I think I have some information about it. I
don't know whether I am as familiar with the subject as Dr. Daven-
port or not.

The Chairman. For example. Dr. Davenport presented as "Exhibit
No. 611" ^ yesterday. Concentration of Assets in Principal Reservoirs

of Saving, and this showed that of a total of $56,500,000,000 there are

concentrated in the institutions of five States—New York, New Jer-

sey, Massachusetts, Pennsylvania, and Connecticut—67 percent of the

total. New York State alone has 33^^ percent of the total of all of
these assets. New York has 33V^ percent of all of the assets and
^18,800,000,000. You are familiar with that picture, are you not ?

Mr. White. Yes. If I may ask, does that figure include what he
regards as savings, no matter where they may be held ?

The Chairman. This chart, as I understood his testimony and as

I recall it, refers to the assets, not particularly to the savings, the
investments controlled all over the country wherever they may be
iocated, but they are under the control of these institutions in your
State.

Mr. White. That figure obviously wouldn't have included all de-

posits, all resources of banks, and, at the same time, resources of sav-

ings banks, insurance companies, and trust funds. The figure would
be much too low for that.

The Chairman. Well, he had several tables. One showed the con-
centration of assets of life-insurance companies and on that table 6
companies in New York State has assets of $14,900,000,000.^ The 25
largest companies control 87.2 percent of the assets of all companies.
Six of these companies are in New York, 10 in New England, 1 in
California, 1 in Wisconsin, 2 in Iowa, 2 in Philadelphia, and 3 in

Ohio and Indiana.
Then the chart showing the concentration of assets of mutual sav-

ings banks indicated that 53.64 percent of the total of all of these
assets of mutual savings banks were concentrated in New York State,

and 42.33 percent in the city of New York.^
Mr. White. That figure is readily ascertainable and sounds correct

to me.

1 See supra, p. 3765.
2 See "Exhibit No. 608," supra, p. 3752.
3 See "Exhibit No. 609," supra, p. 3759.
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The Chairman. Then there was a similar chart showing the con-

centration of assets of commercial banks.^
I am calling your attention to that because these accumulations of

information impressed me with the magnitude of the savings and of

the assets which are under the jurisdiction of the New York law and
of the division of the New York government, of which you are the

representative. Do you know what these great institutions are doing
to encourage what we have been calling free, independent, private

enterprise throughout the country ?

Mr. White. I think it is safe to say they are all advocates of that

principle, and I think that the banks, with due regard to their depos-

itors, have been anxious to make loans and to make investments,

because only in that manner is it possible for them to earn money
and to pay their dividends.

The CHAiRMAisr. Yes ; but, as I understood your testimony, the New
York law confines legal investments largely to mortgages and to

Government bonds.
Mr. White. Railroad securities and utilities.

The Chairman. I was going to divide the two so that the only

so-called private obligations which are legal for investment in New
York State are the railroad and public utility obligations.

Mr, White. We are speaking only, of course. Senator, of trust

funds, which are restricted to the list, and to the deposits of savings

banks. The total resources of all the institutions subject to the super-

vision of the banking department is about $18,500,000,000, and this

restriction applies to a relatively small part of that, you see.

The Chairman. It is still a very substantial amount.
Mr. White. It is. It is still a very substantial amount.
The Chairman. We had some testimony yesterday, as I recall, to

the effect that there were probably $50,000,000,000 in the whole coun-

try in trust funds of one kind or another.^ Do you regard that as a

reasonable estimate?
Mr. White. Of course, the term "trust funds" is one that has never

been defined in a way that is acceptable to everyone. I have no
knowledge of the amount of trust funds. If you take into considera-

tion foundations, endowment funds
The Chairman (interposing). Those were taken into consideration.

Mr. White. Funds held by individual trustees, and so on.

The Chairman. Those were taken into consideration.

Well, here we have a picture of a tremendous concentration of

assets. Of course, only a fraction of those assets are under the re-

strictions to which we are referring here and on which your testimony

is based, but the New York rule sets the style for all of the States of

the country. But the organizations in which these investments may
be made, aside from the Government securities, are national business

enterprises. The railroads and the public utilities are national.

These institutions exercise an influence far beyond the confines of the

State of New York, but New York, the New York Legislature,

makes the rules, and all the other States follow; or 25 of them, ap-

proximately, according to your estimate, follow that leadership.

1 "Exhibit No. 610," supra, p. 3762.
a Supra, p. 3729.
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My thought is that that arises from habit. When these restric-

tions were laid down by the New York Legislature investment was
largely a local matter and not a national matter. Even the railroads

were more or less local. What I am leading up to is the question of

what significance you give to the circumstance that most of the busi-

ness upon which our economy now depends is national in its scope,

yet the whole investment policy is apparently fixed by the concept of

a local legislature in New York.
Mr. White. Well, I think that we should bear in mind, in con-

nection with that, that the national banks, for example, are permitted

to invest in such securities as Congress permits them to invest in, and
that accounts for a very large proportion of the banking resources of

the Nation. Through the Federal Keserve System and through the

Federal Deposit Insurance Corporation similar control is exercised

over most of the State banking institutions in this country, so that

New York really isn't setting the style—at least not any more—for

the investments of banking resources. Wlien it comes to trust funds
and savings banks investments, it is I think still pretty much true

that New York is followed by other States.

In the insurance field, of course, since insurance corporations are

not formed under the laws of Congress, I think that because of that

fact New York exercises a great deal of influence in the field of

investments for life insurance companies. I think that the insurance

corporations subject to the supervision of the State insurance depart-

ment have resources of something like 19 or 20 billions. However,
the legal list, if we may call it that, of life insurance companies is

much broader than the one to which I have been referring. Under
the insurance law, investment is permitted, for example, in preferred
stocks of corporations that have been tried and found capable of
earning a reasonable amount over a period of years.

Mr. Hendeeson. And can an insurance company buy an F. H. A.
guaranteed loan in the State of New York if the property is located

outside the State of New York ? Do you happen to know ?

Mr. White. I probably could find that.

Mr. Henderson. Let me ask it this way. So far as these trust

funds you have been discussing today are concerned, they are not
available for taking F. H. A. bonds unless the actual property is

located in the State of New York. Is that it ?

Mr. White. When the first law was passed, my recollection is that

the mortgages were not limited to property located in New York. I
think later on it was amended to so restrict those mortgages. We
found, I believe, for banking institutions to invest in mortgages that
are located, or on property which is located at a considerable distance

from the banking institutions, was unwise.

Mr. Henderson. Is that based on any experience as to the loans
going bad or of the diflficulties of management in case the loan has to

be taken over ? You say it was found it wasn't a good thing. I was
wondering what your basis was?
Mr. White. Unless the investor is going to rely entirely on the

insurance under the F. H. A. plan, he should be in a position to

check up on his property and to know whether the property is being
kept in proper condition, whether the taxes are being paid, what
the trends are in the neighborhood, and he cannot do that unless he
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expends considerable money in doing it if the property is located in

another State or at a considerable distance from where he is doing
business.

EFFECT OF EXPANDING THE LEGAL LIST ON FLOW OF INVTESTMENT FUNDS

Mr. Nehemkis. May I interrupt ? The chairman's line of question
to you a moment ago, Mr. White, suggested this question to me : Is it

your judgment that if the superintendent of insurance of the State of
New York and the superintendent of banks of the State of New York,
respectively, revised and expanded their list along the lines proposed
by you this morning, that such expansion would have a profound effect

upon the flow of investment in this country ? By that, perhaps I had
better add, I mean in encouraging other States which we all recognize
realistically follow the example of New York to revise and modify
their own laws.

Mr. White. I have with me here a copy of the insurance law with
respect to investments, and the insurance law in New York was re-

codified by this session of the legislature and some changes were made
in that law. I believe that by and large the insurance law is broad
enough to permit investments in all of the types of corporations that
we feel our savings banks and trustees should be permitted to invest in,

so I think that such problems that may have existed in the insurance
law have already been met and to a large extent I think we are meeting
it in the case of our savings banks and trustees. I do feel, as I indi-

cated before, that that is a matter which should have great influence
over a period of years in determining the flow of capital.

Mr. Henderson. Mr. White, in your contemplation of expansion of
the list to include industrials you would, of course, give no considera-
tion except to seasoned companies and their securities ?

Mr. White. That is correct.

Mr. Henderson. That would mean that for some time at least the
competition for these industrials which are already listed would be
increased to the extent that funds would be available from those
savings institutions.

Mr. White. That is correct.

Mr. Henderson. It wouldn't add tremendously to the opportunities
for new investment right off the bat, would it ?

Mr. White, Not right off the bat. Of course, it is impossible to

estimate the number of billions of dollars that may be eligible for in-

vestment, that is, that may properly be accepted for investment.
The figures that I gave you a few moments ago indicated that about
$6,500,000,000 of rail securities have come off the list since 1931.

Mr. Henderson. They have passed to other owners.
Mr. White. Well, they have come off the list. The savings banks

never did hold all of them, of course.

Mr. Henderson. They owned about 14 percent.

Mr. White. They are no longer eligible now ; obviously that places
more pressure on the rest of the list.

Mr. Henderson. Wliat I am getting at is that the competition
would be for securities that have existed for quite a long time. Most
of these corporations have not shown any need for new investment.
and there would be exchange of ownership for the most part to begin
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with rather than any direct encouragement of new investment which
would result in new plants and equipment,
Mr. White. Well, we have always found this: That corporations

issuing securities in New York are very; anxious, if possible, to com-
ply with the list so that they can have their security included on the
list. It usually means something to them in terms of the conditions
or the terms upon which their security is sold, and that is true, I
think, even today when there is an abundance of money available.

Mr. Henderson. There is no doubt that they would like to have a
better status as far as their securities are concerned, but what I am
getting at is, as testimony last week indicated, these companies are
not in the market for new capital funds.
Mr. White. Yes; that is true.

Mr. Henderson. That is, the capital that is represented, say, by
the securities of General Electric registered on the New York Stock
Exchange has long since been expended. Whatever was the accumu-
lated effect of the purchasing power generated there has died and
has gone. And they testified that they were not in the market for
new capital. In effect, the first! real result would probably be to

stabilize the market values of the securities of some of the leading
corporations, wouldn't it?

Mr. White. Yes; I would think that would be true, and I would
think to permit the savings banks to make investments in those securi-

ties in normal times would be much more important than it is today.
Mr. Henderson. That is, if you would have any decline in the mar-

ket value, market quotations of a security of industrial company
that had gotten onto your preferred list, then there would be nig-

gardliness on the part of your institutions to take it on and it would
have an unstabilizing effect.

Mr. White. That is correct; yes.

The Chairman. Aside from the present conditions which compel
investment in Government, as I understand your testimony, what in

your opinion is the effect upon the general investment situation of this

limitation in the New York law which bars the ordinary industrial

corporations, equity investments, in other words ? Or let me put it in

another way. Do you believe that it would be advisable to permit the
investment of trust funds in equities?

Mr. White. I certainly feel that wdth proper safeguards invest-

ments of trust funds might be permitted in preferred stocks; in the
matter of common stocks, I think that people who have studied the
question may not be in complete agreement, but certainly there is a
pretty large school of thought that believes such investments should
be permitted.
The Chairman. Has it been proposed to the New York Legis-

lature ?

Mr. White. Yes; it has been proposed last year to the New York
Legislature and was not accepted, but most legislation of that kind
is not accepted the first year it is presented.
The Chairman. Do you know why it was not accepted?
Mr. White. I think it was perhaps lack of understanding of the

problem to be met and the fact that sufficient time was not available
to explain it to the legislature, and to explain its purpose.
The Chairman. Well, of course if that were done it would then

become necessary for your offices to supervise very carefully the
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character of the preferred stocks which were admitted to the Hst

and the corporate structure of the corporations issuing them, would
it not ?

Mr. WnrrE. Well, some sort of a check would certainly be neces-

sary. Under the insurance law—the insurance law does not provide
for a list of securities in the sense that the banking law makes such
provision, but it merely prescribes the tests that must be met by the
corporations and then the investor takes his own responsibility for
deciding whether a particular corporation meets those tests or not.

Now having made that decision and selected investments, he is open
to criticism or to some order from the insurance department, I as-

sume, to get rid of that security, or to possibly make good a loss in

it if it is found that it did not comply with those tests.

The Chaieman. And to that extent the State exercises a great
deal of control over the corporate structure of corporations char-
tered in other States but seeking an outlet for their securities?

Mr. WnrrE. Yes ; to some extent I would say that is true.

The Chaieman. Are there any other questions to be asked?
Mr. Taylor. One question I would like to ask. Mr. White, if a

new legal investment list were made up providing for the inclusion

of common and preferred shares, is it your thought that it is desir-

able to have a ratio provided for by law, a maximum above which
investment in stocks could not go, or would it be more desirable from
an administrative standpoint to apply the discretionary idea of, let

us say, the Massachusetts rule? It seems to me that is a very
important consideration that I don't think has been touched upon.
Mr. White. I do think that is a very important consideration and

the suggestion was made to the New York Legislature a year ago that

provided that not more than a certain percent of any trust funds
could be invested in stocks and equities.

Mr. Taylor. The fact, of course, would still remain that some-
where very careful thought would have to be given to the considera-

tion within that ratio of the stocks to be included ?

Mr. White. That is correct; it is a very important consideration.

The Chairman. If there are no other questions, the committee will

stand in recess until 2 : 30 o'clock.

Mr. Nehemkis. Mr. Chairman, would you care to announce the

witness for this afternoon?
The Chairman. Mr. A. A. Berle is to be the witness brought by

the Securities and Exchange Commission this afternoon.

(Wliereupon at 12 : 05 noon, a recess was taken until 2 : 30 p. m. of

the same day.)

afternoon session

(The hearing was resumed at 2:40 p. m., upon the expiration of

the recess.)

The Chairman. The committee will please come to order. Mr.
Nehemkis, are you ready to proceed this afternoon with Mr. Berle?

Mr. Nehemkis. That is correct.

The Chairman. And then tomorrow you have?

Mr. Nehemkis. Dr. Alvin Hansen, who appeared here earlier.

The Chairman. That will be part of this presentation?

Mr. Nehemkis. That is correct.
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The Chairman. To be followed by the Little Business study?
Mr. Nehemkis. That is correct.

The Chairman. And we will be able to conclude those hearings
this week?
Mr. Nehemkis. I believe so.

The Chairman. Because several of the members of the con-
gressional group have a feeling that they should be permitted to

pay a little attention to other legislative duties.

I think it might be well to announce at this time that the invest-

ment banking presentation will be postponed until a later time.
Mr. Berle is to be on this afternoon?
Mr. Nehemkis. Yes, sir.

Will you take the stand, Mr. Berle, please?

The Chairman. We have been following the practice of swearing
the witnesses, even though they are in some cases only offering

opinions.

Mr. Berle. It is understood this is only an opinion.

The Chairman. Do you solemnly swear the testimony you are
about to give in this proceeding will be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Berle. I do.

'testimony of HON. ADOLF A. BERLE, JR., ASSISTANT SECRETARY
OF STATE, WASHINGTON, D. C.

Mr. Nehemkis. Will you state your name, sir, and address?
Mr. Berle. A. A. Berle, Jr. The address is State Department,

in Washington, or 70 Pine Street, New York City.

Mr. Nehemkis. You are presently, are you not, Mr. Berle, Assis-

tant Secretary of State?
Mr. Berle. Yes. I should like to make it plain that I do not

appear here in that capacity, however.
Mr. Nehemkis. I understand, sir. We are merely identifying you

for the record.

You have been at one time chamberlain of the city of New York,
Ihave you not ?

Mr. Berle. Yes.
Mr. Nehemkis. And a member of the listing committee of the New

York Stock Exchange?
Mr. Berle. Yes.

Mr. Nehemkis. You are presently, are you not, Mr. Berle, a member
of the faculty of the law school of Columbia University?
Mr. Berle. Yes.

Mr. Nehemkis. I suppose it would be a fair statement, would it not,

Mr. Berle, to say that you have spent most of your professional life

dealing with the problems of corporate law and corporate finance as

we so designate those fields?

Mr. Berle. Yes ; I think that is true.

Mr. Nehemkis. Are you prepared to testify this afternoon, Mr.
Berle, concerning the investment banking mechanism and the need for

a banking system for capital and capital credit ?

Mr. Berle. Yes.
Mr. Nehemkis. Will you proceed, sir?
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Mr. Berle. Mr. Chairman, gentlemen of the committee, you have
already had very fully developed before you the actual flow of capital

from the time when it is created by way of savings or by the use of

bank credit, through various institutions and so out eventually into

what one hopes is constructive capital work. That flow, of course,

has changed materially in the past two decades and the method of it

still more. It has finally reached the point where, in my humble judg-

ment, we could profitably take account of stock and of the factual

changes which have happened and where we may fairly be asked to

consider a modernization of the machinery.
In going into this, if you will bear with me, I first want to make it

plain, of course, that I speak for myself. I happen to be called as a

witness by the Securities and Exchange Commission who are conduct-

ing this investigation, but my views are my own, and the last thing in

the world I would like to do is to suggest that they have any responsi-

bility for them—not that they would not cheerfully disclaim it if they

felt like it, but I would like to get the disclaimer in first.

FUNCTION AND DEVELOPMENT OF CAPCTAL CREDIT MECHANISM

Mr. Bekle. Now, the blunt truth about the situation is that the old-

style capital credit mechanisms to all intents and purposes ceased to

function about the year 1931. I don't know that we need to go into

the reasons for it now. There were many. But that phenomenon
occurred in the United States, and it likewise occurred practically

everywhere else in the western world. It was at least partly due to

that that we had what has sometimes been known as the depression

which followed 1929.

It was probably increasingly aggravated in the United States be-

cause we here had gone less far along the road of a modern capital

banking mechanism, perhaps, than some of the countries elsewhere

in the world. The immediate effect of that, as you know, was a

distinct diminution in the amount of capital, whether it was savings

or bank credit, which actually flowed through the mechanism of the

public markets into the kind of construction and work which we
normally associate with capital goods. I think the arithmetic on
that has been done and while I should imagine this committee already

had had its fill of charts, I merely submit one, but the English lan-

guage is sufficient, perhaps, to describe it without going into it in

too great detail.

Koughly speaking, in the decade 1920 to 1930

Mr. Nehemkis (interposing). You are now referring, Mr. Berle,

to the chart entitled "Corporate Securities Issued" ?

(The chart referred to was marked "Exhibit No. 617" and appears
on p. 3811.)

Mr. Bekle. That is right. During that period the public capital

markets associated with investment banking as we know it handled
on an average of around 6 billions of securities a year. They fluc-

tuated violently, of course. Out of that about 2 billion actually

went into honest construction work. I think, myself, that figure is

an underestimate. The balance that you see there represents refund-

ing issues and in some cases mere financial pyramiding. Of that

refunding work and of the purchase of existing properties, some part

of this line above the 2 billion undoubtedly also found its way into
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capital construction, but the solid figure that you can tie to of money
that actually did some work and found its way to that work through
the mechanism of the capital markets, of course, is about 2 billion,

and you see it on the chart there.

You will note that in the year 1930 we were running on about a

regular average, and in 1931 that drops away down to less than
1 billion ; and since that time the public markets, at least, have never
done anything like the amount of work which they were relied upon
to do before, and behind that, of course, you have a whole huge
drama.
The first question is not what happened, but whether that was a

complete cessation. The answer is that it appears not to have been
a complete cessation, but a partial cessation. We no longer had the

2 billions going into direct construction and an additional amount to

handle refunding, and that kind of thing. We actually had a small

part of it going in through the mechanism of the public markets;
other of that capital trying to find its way toward a constructive use

by one process or another, sometimes successfully and sometimes not.

And because the work was not being done, a considerable amount
of it found its way through the medium of straight Government
financing.

That appears in Government debt, cases in which the Government
picked up a job and itself issued its own bonds, thereby securing

capital (more often bank credit than savings) and putting that capi-

tal into constructive work. I may say that that presents a situation

with which I believe we now have to deal, for if that process goes on
indefinitely, obviously you are in for a very large expansion of the

Government function.

Whoever pays the piper eventually calls the tune over a period of

years. I hasten to say that I am not criticizing in any way the use

of the Government credit for that purpose. I myself advocated it

in the dark days of 1933 on because when private capital or privately

created capital either cannot or will not go to work, as the case may
be, someone has to get the work done, and the Government has one
quality, of course, which private enterprise does not—it always can
act if necessary, and our Government, as did practically every other

Government in the world, filled up the gap by using its own credit

to stimulate into existence and into use the money which otherwise

was immobilized.
That is perfectly all right as a temporary proposition, but if it is

to be a permanent policy, you would then have to deal with a whole
other set of considerations. What we really seek, of course, is a

method by which the currency and credit which we have or can

create, and the savings which we undoubtedly are accumulating can
move so far as possible without the use of that extraneous mechanism.
In other words, the object is to get as much of this done as is possible

without using the extraordinary machinery of the Government.
I may also add that the problem, I think, is one which requires

being dealt with now. Business cycles don't last forever. They
come and they go ; while the down turn of this business cycle when it

comes will not be reflected in failing banks. It will be reflected, or

could be easily reflected, in increased unemployment, and that precipi-

tates a social problem in a very real sense. You may say that on the
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solution of the problem you are now examining the social issue in

the United States in the decade to come probably turns.

If we can handle through our banking system and our economic
system the normal needs of the country and the normal needs for
employment, we shall probably avoid the head-on impact of forces

which led, as you know, to extreme difficulties in Europe and in

some cases to revolutions outright. I hasten to say that this is not a
prophecy of revolution here. It merely means that by intelligent

action here we can probably forestall a period of very considerable

stress later on, and we have, I think, all of us seen enough of stress

so that we don't particularly want to see any more.
Now the odd fact about our capital credit machinery as contrasted

with our commercial banking is that the investment mechanism we
run on today substantially has not changed in nearly a century and a
half. It is about the machinery that was invented by the house of
Rothschild at just before and after the time of the Napoleonic wars:
the process of finding savings somewhere, either individual or insti-

tutional, of selling bonds broadly and thereby accumulating a part
of capital which could be applied to a known need.

That was a system which worked well enough, I presume, at the
time it was developed. Meanwhile, however, our commercial banking
system was moved along through the long phase of the establishment
of the European central banks, the realization that you created credit

which is much the same as currency against a flow of goods ; and the
whole conception has emerged that you were supposed to use that
money for the purpose of getting the flow of goods that you needed,
of getting the goods processed, or, in other words, that the job of a
financial system was to get men and materials organized to do the
needed work, and, when it was done, to take the goods from the place
where they were to the point where they were needed.
A final development is worth noting, though it happens to have

occurred in countries which have nothing in common with our own
system. In the so called totalitarian governments, including therein

Eussia, which fairly can be so classed, of course, the theory is that
you ought always to grade your finance to the necessary amount of
production that you want, never to limit the production by your
financial machinery. That is not peculiarly either a Communist or
a Fascist idea. It is, in fact, the idea that every country has, or has
had, when, for instance, it was at war or in any kind of stress ; and I
rather think in so doing those governments have merely fallen into

an idea which, oddly enough, happens to be, strictly speaking, an
American idea.

ROLE OF BANK CREDIT IN CAPITAL FORMATION

Mr. Berle. It is interesting to note that the first great breach in

the theory of this was made by an American in 1918. That was
Prof. Harold Moulton, who is now the head of the Brookings Insti-

tution. Prior to that time it had been assumed all the money that
went into capital construction was savings. There could be no other.

I may say that that assumption was fairly well founded, because in
the earlier economies we had never produced currently all of the
goods . for consumption that the country could absorb. It was, there-

fore, necessary to ask people not to consume everything that they pro-
duced, to forego that immediate advantage, and by that process to
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take a part of the materials and energy which would have gone into
consumption and use it for capital goods instead.

When the scientific development which began in 1900 began to reach
its peak, we suddenly found ourselves in a state of affairs which is

frequently described as a surplus economy, by which I mean that the
productive mechanism of the country could produce more than the
effective demand. At that point there was no particular need to bribe
or cajole or reward anyone for not consuming, because if he consumed
everything that he was able to there still was capacity left over, and
at that point the economics have distinctly changed.
In that situation, Moulton considered that a considerable part of

what we now know as capital was really bank credit; that is, that
we had actually, without knowing it, learned the trick of creating
currency to do the work of creating capital exactly as currency is

created to move a crop or to take care of a businessman's needs. As
you know very well, when a merchant discounts a note the bank
merely writes up a deposit, in effect prints the currency via the credit

route to take care of it, and then withdraws it, deflates it, demon-
etizes it, as you choose, when the note is paid.

Moulton discovered that during the war and other times we had
been doing that in very large degree for capital purposes, with the
result that bonds and stocks and securities had been used to create
bank credit, that bank credit had created the building of the canal
or railroad or whatever it was as effectively as the old savings had
done, and from that the conclusion could be drawn that a banking
mechanism had always in its power to create capital to any extent
reasonably needed, always provided that you kept your price level

in order, provided the currency didn't run away. There is a pet
banking phrase, "monetization of assets," against that, but I don't
know that we need to invent a new jargon for this. It is perfectly
simple. It meant in substance working through all the machinery
you were using, long-term notes, exactly as we have always learned
to create bank balances by the use of the short-term note.

That, of course, while it is dull to state, was a rather staggering
change in theory. I don't now go into the added fact, of course,

that we meantime had learned a good deal about what construc-
tion does, the fact that that does tend to increase the national
income by more than the actual amount spent because it engenders
a lot of subsidiary activity. That we have already learned, and so

while this process in 1921 to 1930 was going on, we were slowly
learning that a good deal of the machinery that we were using was
not necessary, and in any given situation might not .any longer do
the work at all.

Now, actually, that happened. I suppose the reason why the old
investment banking machinery began to pass out was a double one.

It was caught in a vise from two ends. One of them you have al-

ready seen: The large companies which they themselves had created
had become self-sufficient, as you have seen, I imagine, from the testi-

mony of Mr. Youn^ and Mr. Stettinius. The great concerns were
able by internal savings to plow along without any great, use of the
capital markets, and apparently they continued to do so.

The smaller companies, however, of medium size, used the capital
markets and, of course, the very small companies couldn't get to them
at all. By consequence, what the investment banker had left to do
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was to refund certain of those commercial enterprises which hadn't

been able to develop their internal finance such as railroads and the

medium or second-grade companies which had not quite got to the

stage of United States Steel or General Electric. And that was in-

deed the bulk of their work. After the tremendous growth of private

plant which ended in 1929, the large companies went ahead under

their own steam and the small companies did not go ahead at all,

and for the moment the supply actually bogged down. That opened

up somewhat, as you see, in 1936 and 1937, falling off a little in 1938

and I imagine, just based on present indications, that it will fall off

somewhat more in 1939, though that of course we can't tell, the year

not being over.

The other end of the vise lay in the fact that the companies which

wished to sell securities found an easier way of placing them by what

is called private placement. You will find that in the second chart.

Mr. Nehemkis. Suppose we pause for a moment, Mr. Berle, while

you identify this chart. Eead its title, if you will, please.

Mr. Bekle. That is a chart entitled "Growth of Private Place-

ments, Corporate Bonds and Notes, From the Years 1934 to 1938."

The Chairman. These charts may all be admitted to the record.

(The chart referred to was marked "Exhibit No. 618" and appears

on p. 3816. The statistical data on which this chart is based are in-

cluded in the appendix on p. 4065.)

FUNCTION OF INVESTMENT BANKER IN CAPITAL MARKETS

Mr. BERiiE. While the actual use of the investment banking system

by the large corporations was going down, those corporations that

wanted to place were placing their securities privately and, as you
will see, that jumps from the year 1936 on up until today something

over one-third of the total amount of securities actually issued in the

market, if you can call it that, really never reached the market at

all and never passed through the investment banking machinery

except possibly as an investment banker may be of use and collect a

fee for advising somebody on it.

Mr. Nehemkis. It is true, isn't it, Mr. Berle, that our investment

bankers do have occasion to act as intermediaries ?

Mr. Berle. Yes; in that case the investment banker has the job

of finding an investment and selling it broadside in the market.

What he really does is act as a private broker, a purchasing agent, if

you like, for 10 or 15 large insurance companies.

There seems to be no likelihood of the diminution of that situation.

Parenthetically I may say that I don't know there is any reason why
it should stop particularly. If savings choose to find their way into

the capital markets by buying an insurance policy or depositing in a

savings bank and let the insurance company or the savings bank do
their investing for them, I am by no means clear that the average

man isn't a good deal better off. It is pretty difficult for any indi-

vidual to buy securities intelligently ; in fact, it is pretty difficult for

an expert to do so, but the great institutions are probably better able

to protect their people in a way than any individual is able to protect

himself, so I don't see that there is any surprising danger to it.

There is one quality about it which is worth while taking into con-

sideration, and that is the fact that when that happens there is a
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Exhibit No. 618
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greater geographical concentration of investment, the bulk of invest-

ment of that kind, the privately placed issue, finds its way into the

strong institutions frequently in the East, naturally because they are

there and they have the connections and so forth.

If you followed the fate of a public issue, you would find that

there was a much wider geographical distribution. Yet today even
when an issue goes through the public market, it does not scatter

itself so very widely. If you were to follow, for instance, the United
States Steel issue from flotation to location you would discover that

the bulk of that issue wound up in institutions and only a very small
fraction of it in individual hands.
There you have the picture of it.^ This was a public issue and a

high-grade public issue, and you will notice that, immediately after

offering, roughly 60 percent of it lighted in the hands of banks and
trust companies and only 10 percent lit in the hands of individuals.

That was the immediate result of the issue.

If you follow it a little bit further, you will discover that the
banks and trust companies very largely distributed that issue to their

correspondent banks and again a very small fraction found its way
: into the hands of the general public. What you really have there is

the same thing that is done by private placement, only done on a
wider scale and a wider geographical scale. No individual, to speak
of, got very much of a chance at the United States Steel 3i/2S. The
institutions took them; and, as I say, maybe they are quite as able

to protect their people as the individuals are.

Senator Borah. Was that identified?

The Chairman. Have you a copy of that chart?

Mr. Nehemkis. That chart is not being offered into evidence. It

is part of a forthcoming study which will discuss a number of public

issues in great detail. They are being marked at this time.

Senator Borah. His testimony ought to be identified.

Mr. Berle. I see no reason why that shouldn't be offered in evi-

dence. I think the reason Mr. Nehemkis did not lies in the fact that

he is having a similar study made on a number of other issues and
doesn't wish to draw unduly from one chart.

The Chairman. Your testimony will not be as intelligent to the

reader without the chart as with it.

Mr. Nehemkis. Yes ; we should offer it then, if you please, sir.

Mr. Berle. In that case, I identify the chart. This is a chart

headed "$100,000,000 United States Steel Corporation, 314 Per Cent
Debentures, Due 1948." For the record I will state that that is

assumed to be one of a series which the S. E. C. has in mind offering

at some later time, and it is here put in by way of illustration.

( The chart referred to was marked "Exhibit No. 619" and appears
on p. 3818.)

Mr. Berle. Where we are on all this, however, is this. Your

i

private investment banker who used to do substantially the whole job
tiow is out of a job so far as the large corporation is concerned and
certainly so far as the major and the high-grade issue is concerned.

They are prepared to do without him altogether except perhaps as a
minor service agent.

The actual amount remaining in the market, you will see by the

chart which is earlier in evidence, shows the growth of private place-

1 ileferring to "Exhibit No. 619," infra, p. 3818.

124491—iO—pt. 9 22
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ments which means that now only two-thirds of a highly restricted

market remains in any sense public, and that threatens to be increas-

ingly submerged by the newer and swifter system.

We have, therefore, a situation in which, first, we have a real change
"in theory, and in the second place we have a market that is in

large measure closed, and has been for nearly 10 years. In the

third place we have a piece of machinery which obviously has a very

much restricted function, with no particular reason to assume that its

function will change. Briefly, new ways have been developing of

doing this particular job.

OPPORTUNITIES FOR PUBLIC INVESTMENT IT INTEREST RATES WERE
SUFFICIENTLY FAVORABLE

Mr. Berle. The question now comes as to whether we cannot see

some way out of it. As has been stated, the gap had to be filled, and
it has actually been filled heretofore by the use of Government credit

on a large scale. Now, unless the Government is going to go into

the business of running the entire economic system, of course, that

can't go on. Some things undoubtedly are Government functions,

and still others are perhaps local government functions, but we still

entertain the hope that we shall eventually find ways of doing the

bulk of the work that the country needs to be done privately, and
that, of course, happens to be our problem.
To my mind, there is no particular danger in the increasing Gov-

ernment debt, provided wealth is created against that debt, for to my
mind the result is exactly the same as though you had private debt
created against wealth. The objection lies not in any danger either

to Government credit or to the fiscal system ; the danger lies, as I see

it, in the fact that the Government as it is at present organized has
only very limited opportunity to create wealth. Some things it can
do, but it can't do others unless it is to be reorganized entirely, and
nobody wants to do that. By consequence, we have to see whether we
cannot use our capital machinery to make it increasingly available for

private work which ought to have been done and is not.

Now I doubt, myself, whether we need to assume at this stage of
the game that all of the useful work in the United States has already
been done. What little I can find out about it indicates that it has not
been done. One great area, of course, which we have traditionally

used as an avenue for investing capital, no longer exists. That is the
development of the great open spaces. There is still plenty of useful
work to be done in developing natural resources, but obviously there

is no such tremendous aTid virgin field as there was during the last

generation and the generation before that. On the other hand we
do have a tremendous amount of work which needs to be done for

our own people, and that seems to come from two distinct sources.

One is that a modern population makes greater social demands on
civilization than our ancestors did, and perhaps rightly. They want
better housing and more advantages and some of the fruits of this

technical civilization we have worked out, and they rather feel that a
way ought to be found to give it to them. Still better, a way ought
to be found by which they can earn it, which is still more to the
point.
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The second avenue, I think, is that when a civilization industrializes

itself rapidly, certain general needs grow more rapidly than the

growth of the wealth of the country, and they tend to be ignored.

Those are the needs, for instance, for things like hospitals and public-

health services, and the services of the great cities. A city like New
York, for instance, with 7,000,000 people in it, will need not only 7
times as much in the way of public services as a city of 1,000,000, it

will need probably 20 or 30 times as much, because the problems of so

many people living close together create tremendous cooperative prob-
lems that can only be solved by the local government unit. And that

process of concentration of population and high mobility has been
going on to a terrific degree. The private plant has been beautifully

built, but we are far and away behind in the public services.

If I may take as an illustration my own city of New York, there is

a noncommercial job there that has to be done. No private indi-

vidual will be afraid of the competition, because it happens to be in

hospitals, and I think very few hospitals ever made any money. We
shall need in New York in the next 10 or 15 years to spend approxi-
mately $438,000,000 to keep our hospital plant up to date. That does
not mean creating a millennium ; that means keeping it about on an
average of standard services. If you choose to regard that not as

a job taht the city has to do but as a market for $438,000,000 worth of
men and materials and work, and so forth, you get a picture which
is a picture of something which should have been done long ago, and
a job which is legitimately the job of the capital market.
You can go on with that kind of thing indefinitely, but the two

great avenues, as I see it particularly at the moment, are housing and
these local government services which have not kept pace with the

actual capital industrial progress.

So long as there is that kind of work to be done, nobody can say
that we haven't plenty of outlet for employment, plenty of outlet for

capital use. But there is a difference. The noncommercial business,

like a hospital or like low-cost housing, or the semicommercial busi-

ness like middleclass housing, cannot pay the same kind of rate of
interest which a commercial enterprise pays. I personally have never
been able to see why New York City should pay more than a nominal
rate of interest to induce a bank to create credit to permit the city

of New York to build a hospital, which is not a profit enterprise

and never will be. On the other hand I can see every reason why,
if a man wants to build a new chemical plant on which he expects to

make a large profit and he wants to issue his bonds and have a bank
create credit for that, which is what is now occurring, he should

pay a commercial rate of interest based on what the capital market
brings.

My point is that it seems to me that our first concern ought to be to

work out a banking system which can quote a rate of interest which
will take the business. If that rate happens to be a nominal one for

something which isn't going to make any profit, then that is the rate

to quote. If it happens to be, let us say, a 1- or 1^^- or 2-percent rate

for the middle-class or lower-middle-class housing which is not being

built by anybody today, then quote that rate. If it happens to be a

commercial enterprise, making the standard commercial profit which
can pay a standard commercial rate, then quote that rate. For after

all, what is this money that we are using ? It is the creation by a bank-
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ng system of currency under a Federal license, and the only reason

for quoting any interest rate at all is to induce the bank to function.

Now, of course, that does cut down the profit in banking. There

s no question about that. But on the other hand I am by no means

jlear why a bank should feel that it had to have a tremendous profit

m its capital to induce it to perform what is essentially a public

function. The Federal Reserve banks, for instance, have operated

aicely on a 6-percent profit, the balance over going to the Federal

Treasury, and I would like to note that the most successful financial

institutions in the United States, not manned by Socialists or by New
Dealers or otherwise, are not run for profit at all. The large mutual

insurance companies don't have the profit motive. The officers, of

jourse, collect pay, and so forth, but there is no stockholder to collect

I profit.

The mutual savings banks in New York State and New England
which have been successful do not collect any profit. You do not need

I profit system to energize a perfectly successful banking system, and

:hat is not worked out by any radical. That has been worked out

aver many, many years in these United States.

I don't mean to say that the bank ought to run at a loss. The profit

system is really an index of whether the bank is well run, but you

do not need, it seems to me, to have your interest rate so calculated

that on a relatively narrow margin of capital the interest rate will

funnel down to and accrue to the bank stock as dividends.

This may mean that you have to work out a new division in the

banking system to handle capital matters, so adjusted that it is

expected to pay its expenses, a nominal return on its capital, but that

its interest rate is regarded not as a method by which somebody makes
some money, but a method by which you control the operation, lower-

ing it when you want more work done, raising it when you don't want
it done, exactly as the Federal Reserve banks do with their commer-
cial banking rates designed to cover the short term credit field.

I pause for a moment to say that I don't honestly believe that

much of the talk you hear about the closure of the capital markets

has very much justification. I suppose as in most of these arguments

that we hear, there is something in all of it, because I have rarely seen

the question that didn't have two sides, but I don't honestly think

that either the present tax system or the supposed lack of harmony
with the Government, or the antitrust moves, or even the forums and
investigations and so forth which harass businessmen—I think, my-
self, those could be simplified considerably—^I doubt if those actually

prevent a man who sees a profit from going after it.

I do think that there are great areas that are barred from the

capital markets, and I do think that there is a great area of initiative,

particularly in the public and semipublic field, that now finds no
way of getting into action. I recall in that last field that we our-

selves in New York have made a very real attempt to get capital to

enter the middle class-housing field and we offered all the inducements

we could through the city government machinery to do it, and we
were unable to do it because a real-estate owner and a builder would
figure out at what rate of return he could do the job. If he had to

pay 414 percent for his money, and unless he could get 4i/^ percent-

plus back, he simply could not do it, and as nobody stepped up and

offered to lend him the money at 1 or li/^ or 2—and we couldn't do

it—the work simply wasn't done.
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Further, we couldn't do it ourselves because our own money cost

us from 314 to 4 percent, running down finally to 3, so we couldn't

move in the matter; and here you had a tremendous job that needed
to be done, that ought to be done; that there were men anxious to

do ; that there were materials laying around ready to do, and no way
of uniting the three. There were the initiative of the men who were
prepared to do it—all of the makings; the obvious need—nobody
objecting to it; everybody realizing that it had to be done, and no
way of getting into action.

And I was recalling that I had discussed this with one of my
friends from overseas, and he had said in view of that situation,

"The time will come in your country when if you want to do a thing
that you know ought to be done, to say you haven't the money for it

will merely be a comic remark. You have all the money in the

world, whenever you want to use it. Wliere we come from," said

he, "we say, 'Have we the men and have we the materials?' Because
if we don't have those we can't move. ;

"But it is time that you learned at least to handle your monetary
system so that that is never an obstacle, provided you know. exactly
what you want to do."

Coping with this situation, it seems to me that the time has come
now to recognize frankly what we haven't been willing to recognize

before, and .that is that our banking system ought to handle a con-

siderable part of this capital business, and that it ought to be so

organized that anyone with a legitimate job to do has access to a

bank somewhere prepared to supply him the capital at a rate of

interest which will actually get the business done, the bank naturally

scrutinizing it to make sure that the thing he is doing is an actual

creation of wealth.
I do not here go into a long technical discussion as to why I do not

believe that will result in inflation. I think Professor Hansen has
discussed that very briefly earlier, but I am not worried about aii

inflation in this country because, as far as I am able to see, you cannot
get inflation in any event until your productive machinery is working
at or near capacity, and we are a long, long way from that.

Further, in the past 20 years, when we began to get too much'
currency, and a change in the price level because of that fact, we have
learned the trick now of hauling in so that you do not get prices

deranged. I think that anyone on the Federal Reserve Board could
tell you the various measures which were necessary to prevent any
danger on that score.

I may further say that if you were going to get inflation you would
have had it before now, for what actually is happening is that we are

doing capital credit banking at this minute by a roundabout and highly
inefficient route. What happens now is that men are idle, and materials
are idle, and somebody wants to do something. Nobody can move.
Accordingly there is pressure on the Government. The Government
then starts a P. W. A. program, or something of that kind. It there-

upon issues its own bonds, which are sold to the banks, the banks
thoughtfully writing up deposits for that purpose. That puts cur-

rency in the control of the United States Government, which there-

upon is advanced to the local unit for the P. W. A. construction unit,

as the case may be, and what we really have done is filtered a job
through the Budget of the United States that ought to have been done
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in the first instance by the banking system without reference to the

United States.

We have accumulated, naturally, as a result of that a considerable

number of assets in the United States Government which are now
able, in large measure, to finance under their own steam ; the Tennes-

see Valley Authority, for example, is one. In a sense those expendi-

tures never belonged in the United States Government Budget. They
do belong exactly as the United States Steel bonds we were looking

at awhile ago, in the banking and institutional system, where they

could have been just as well, once people get accustomed to the idea.

INCREASING CREDIT FACILITIES AVAILABLE TO SMALL BUSINESS MAN

Mr. Berle. That is still more true of the work of the local govern-
ment units, like Knoxville, Tenn., and New York City, and Birming-
ham, Ala., and so forth. In addition to that, the institution should

be so handled that an individual who has an idea and wants a small

amount of capital ought to be able to go some place where he can get

exactly the same consideration which Steel or General Electric can
get, from J. P. Morgan—pardon me, Morgan, Stanley it is today ; or

from the Guaranty Trust Co. in New York. There is no reason why
when the small man goes and says, "I have a small business and I

need capital," everybody should tell him, "I am sorry, we only make
commercial loans, this isn't a commercial loan, we can't help you
build an addition to your plant. You will have to go find a partner,

probably you can't find a partner, but that is too bad."
They ought to be prepared to take care of ) them on the same basis

that they can take care of the city of Knoxville, at a lower rate of
interest, perhaps, or the very operation of steel itself if steel was
to go to this kind of system.

There are, of course, certain safeguards. We are not manufactur-
ing credit for the pleasure of manufacturing credit. We are manu-
facturing it to organize men and materials to get wealth actually

created—wealth which it seems to be agreed ought to be brought into

existence. And for that reason, we ought to evolve a banking system
which is trained, among other things, to make sure that the job which
they do is well done. If somebody wants capital for a pyramid infla-

tion, he ought to be turned down. If, on the other hand, he wants
capital to construct something that is actually useful, a tangible
addition to the plant of the country, he ought to be encouraged,
and that is the kind of test which the bank ought to apply.
The bank does it today, but again it does it by the roundabout

route. The bank holds up its right hand and swears it never sup-
plies capital. That is not quite true because they have just begun
to make the middle term capital loans. But what the bank actually
will do, saying it will never consent, is that it goes around the corner
and buys a high-grade bond in the New York Stock Exchange or
from somebody else whenever it gets a chance, which is an awfully
good

_
way of doing the thing by indirection, and arranging to see

that it is done only for a very small group of very well established
companies, while the bulk of the work in the country, and scattered
geographically over the country, goes unattended.
For that reason, it seems to me that we have now not only to reshift

our banking system, but reeducate our bankers. I am inclined to
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believe that now is not the time to try to lay out a particular scheme
for how this ought to be done, I conceive it could be done in any
of several ways. It could be done by forming capital credit banks
as subsidiaries of the Federal Reserve banks, for instance. Or it

could be done by forming a separate set of Government banks; or

it could be done by offering a particular type of charter available

to private individuals who wish to go into that field of banking at

a limited return. Or conceivably it could be done by arranging
separate and segregated divisions in the existing private commercial
banks.

I do not know that we need here to undertake to say which of those

things is the best possible way. I submit that it ought to be studied,

and studied with some care.

PROPOSAL FOR CREATION OF CAPrTAL BANKS WITH FEDERAL CREDIT
FOR PUBLIC WORKS i

Mr. Berle. In conclusion, let me say briefly this: Believing as I
do that this is the most crucial single question before the country
now, I hope this committee will see its way clear to stimulating some
more or less immediate action on the subject. I think that two mat-
ters could be done at once, and one can be taken up for immediate
study. I do not think that the time you have is very long. I think,

first, that those assets of the Government, which are now revenue-pro-
ducing and have tangible assets and tangible income, ought to be
given a place where they can go, and where they can be financed with-
out reference to the Federal Budget, so that we do not have this dis-

torted Federal Budget which looks as though it were a great deal

larger than it is because it includes a lot of items that really don't

belong there.

I should think that might take the form of a public works finance

corporation which had the ability to purchase bonds of such concerns
as the Tennessee Valley, if need be rediscount them with the Fed-
eral Reserve, and get these enterprises away on their own autonomous
steam. You will notice that the Federal Government in its Budget,
the Treasury has already segregated those enterprises so that we now
have them separately set up and listed in the Budget, and I see no
reason why now they might not be expected to take their own part

in the normal economic functioning of the community. But I do
think that you have to provide a way by which that can be done.

That at least begins to get started on that line. If you did decide

to do that, I feel that those same facilities could properly be made
available to the local government units, which likewise have need to

do a great deal of construction and which are constantly under pres-

sure. What actually happens now is that they run up to the limit

of their credit and interest paying capacity,' and then they come to

the Congress of the United States asking the Congress of the United
States to give them a grant. Now I believe that you can work out

a method, particularly if you are prepared to adopt the theory of a
selective or low interest rate, by which they can perform that eco-

nomic function without reference to the Budget and subject to the

control which is necessary, the control of the Federal Reserve Board,
to make sure that the currency doesn't get out of order. And that,

I think, is the first thing that could be done, and I think that could

be done now.
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Second, and as an interim measure, I think that you could work
3ut an insurance scheme which will permit the small-business man
access to a bank by which he can get capital. I understand that there

is such a bill in preparation, of which I have seen only an outline, the

theory being that by insuring a small-business loan, the small-business

man can get consideration at the banks which he does not get now.
[ believe that that probably would be only an interim measure, for

if there were a final overhauling of the banking system, the time
would come when he ought not to need that, but until we do reset

:he banking system so that he has as clean cut an avenue to American
inance as the larger corporation, I think he can fairly ask the Govern-
ment to give him some help via an insurance of his loan up to a given
amount.
Third, I think that the whole problem of resetting capital credit

Danking ought to be the subject of a special study in the hope that

\t might be reported rapidly to the Congress of the United States,

Dreferably at the next session. Just as many years ago we studied

md finally put into effect the Federal Reserve System, which on the
fvhole has worked surprisingly well—not surprisingly well, extremely
;vell—and thereby modernized our commercial banking mechanism,
aking care of the short term loan and the flow of current goods, it

^eems that now we ought to do the same thing, working out a system
Dari passu which will take care of capital loans and capital business,

md I believe if a special subcommittee of this committee could be
jet up, asked to study that specifically and asked to report a bill or
5et of bills to the next Congress, that we should then be fairly well
dong to financial retooling.

And finally, let me say, all we have been discussing this after-

loon are tools. Money is not the thing that makes the world go, nor
;ven business go. You have to have it and it is indispensable, but
t can fairly be asked of the National Government that it apply
ranking and credit so that anyone who has an idea can go ahead and
lut that idea into effect, but of course behind that there has to be a
5et of drive and initiative of all kinds which actually induces men
;o try to put their ideas into effect. That initiative we have. It is

sometimes private, looking for profit. It is sometimes professional,

ooking to development of an art. It is sometimes social, as when the
jifcy of New York or the city of Chicago wants to go ahead and put
n a new hospital system, and it is sometimes something in between,
IS where a man is quite prepared to go ahead and construct low cost

lousing, provided he can get his money back with a modicum of
return.

At the moment we happen to have a system which taps only the
extreme upper fourth of that range of initiative, that range in which
a man sees a profit, wants it and is prepared to go after it. We have
that tremendous range in the lower two-thirds, not one-third but
two-thirds of the population for which now very little work is being
done, although they want it and we want it, because it is not prepared
to pay twice over through the interest rate for everything that has
to be done.
My feeling is that if you do provide the tools, the initiative will be

there, and be there very swiftly. I am obliged to you for your kindly
courtesy.
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Mr. Nehemkis. Mr. Berle, I should like to offer into evidence a

memorandum which you have prepared for this committee. Accord-
ingly, I ask you to identify it and if you will, read the title thereof.

I show you the document.
Mr. Berle. Memorandum, a Banking System for Capital and

Capital Credit. This is a far more exact statement, I think, of what
I have had to say than all the testimony could be.

Mr. Nehemkis. Mr. Chairman, I offer in evidence a memorandum
identified by the witness.

The Chairman. The memorandum may be received.

(The memorandum referred to was marked "Exhibit No. 620" and
is included in the appendix on p. 4066.)

The Chairman. Are there any questions ?

Senator Borah. Mr. Berle, you spoke about the mutual banking
system to the extent to which it had been a success ?

Mr. Berle. Yes.
Senator Borah. To what extent do you think it could be extended

to cover a national banking system ?

Mr. Berle. I think it could be extended pretty far. Senator. I

don't know whether you would want to extend it to the system as a

whole, or to individual units of the system. The Federal Reserve
banks themselves come pretty close to being in that capacity, and as

you know they have been extremely successful. In other words, I do
not see why you should not have a capital credit bank or for that

matter a commercial bank on a mutualized basis. In fact, I suppose
in those cases where by the accident of the catastrophe of 1933 the

Reconstruction Finance Corporation would end up by owning all, or

mostly all, of the stock of the bank, you get something very close

to that now.
I have also seen the experiment in New York of what is called

the savings banks trust company, which is a corporative trust com-
pany run by the 137 savings banks in New York, which is a highly
successful institution, though it limits its functions severely because

it is designed to take care of their needs. I see no reason why that

principle should not be carried out. I don't know what the stock-

holders of the bank really contribute to the bank other than their in-

itial capital. It seem to me that the banks, like other large indus-

trial enterprises, are autonomous and self governing. They are as

good as their directors and their president, and I don't know that

it makes a great deal of difference in the functioning of the banking
system as a whole whether they pay 6 percent on their shares or 150
percent on their shares.

The Chairman. Are there any other questions? Mr. Berle, with
respect to this first recommendation of yours, for a bill creating

public works finance corporation, with a suitably guarded rediscount
privilege at the Federal Reserve bank. A system which you describe

as intended to include both Federal public works and State and
municipal public works; was it your thought that such a system
should be confined to what we have called self liquidating projects?

Mr. Berle, Initially, yes. As a matter of fact, wholly yes; be-

cause, whether a project is self-liquidating or not depends on what
rate of interest it has to pay. I don't mean there are enterprises

which can pay out the principal at a nominal charge ; there are other
enterprises which can pay out the principal and a rate of interest

—
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of a higher rate of interest, and some which can pay out full rate of

interest. If you had such an institution which could control its rate

of interest, you would vastly increase the number of so-called self-

liquidating loans.

The Chairman. Now a reclamation project in the West, for

example financed by the Federal Government through appropriations
out of the reclamation fund, is repaid by the water charges paid by
the users of the water and by the charges paid by users of electric

power when electric-power projects are established in connection
with reclamation. That is a wholly self liquidating project when the
returns are made on the schedule. On the other hand, a hospital in

the city of New York might not be self-liquidating at all, particu-

larly if it were a free clinic. Do you see any distinction between the
two types?
Mr. Berle. No; I see a distinction in how they ought to be paid.

The reclamation project, of course, is a typical capital project for this

kind of thing, and the hospital in the city of New York. The pay-
ment would have to come from the city of New York itself by its own
local taxation. What we do now is to borrow the money on a 30-year
bond and pay 3 and a fraction percent interest, which means we pay
for that hospital twice. In this case we should only have to pay for
it, let us say, a little over once.

The Chairman. In other words, this institution which you propose
to set up would extend the credit to the city of New York and then
the city, through its taxing power, would repay to this agency the
capital sum plus, perhaps, a service charge.

Mr. Berle. That is right. That is the way I should like to see it

done; yes. Senator. That may be a little bit radical according to

certain of the standard banking ideas, but I think it is sound.
The Chairman. The distinction is clear between a public project

which actually produces income and a public project which merely
provides service to the public.

Mr. Berle. Well, I am not too clear that it is scientifically. Senator.
We have two bridges in New York, one of them the George Washing-
ton Bridge, which collects a toll, which is regarded as a magnificent
investment, everybody says that is wealth. Across the island the
other one is the Brooklyn Bridge, which is a free bridge, and every-
body says it is a dead loss. The only real difference is that in one
case it is paid for by the piece, whereas in the Brooklyn Bridge we
all pay for it. Both of them create wealth because I suppose that the
value of New York real estate and the amount of business done is

directly due to both bridges. If New York City is prepared to collect

that generally and pay for it, I would say they were creating wealth.
The Chairman. There would be a distinction, perhaps, in two hos-

pitals, for example, in the city of New York, one a private institu-

tion which charged a high rate of rental for the rooms and for
services, which would be a profitable private enterprise, and side by
side with it a hospital which charged nothing to those who used it,

but was paid for out of taxes, would not be in any sense a self-

liquidating project; so they could be regarded as falling into different

categories.

Mr. Berle. Financially, as the present custom goes, they can, Sena-
tor, you are right. Of course, where you have a group that is pre-
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pared to pay for it no matter how, I mean a group outside of the

Federal Government and Federal taxation, I think we should treat

that as though it were a loan available for the bank.
The Chairman. The difference between the Brooklyn Bridge and

the George Washington Bridge is that the city of New York ap-

parently chose to pay for the Brooklyn Bridge out of taxes and
chose to pay for the George Washington Bridge through the instru-

mentality of the port authority by way of toll charges.

Mr. Berue. That is right.

The Chairman. Your second suggestion was for insured loans to

small business on the order of the Federal Housing Administration.
Mr. Berle. That is right.

The Chairman. That, however, I understood you to recommend as

merely a temporary interim system which would be abandoned if

and when the third project was set up.
Mr. Berle. I think that could be reserved for future discussion if,

as, and when you got at the third project. Until there is a third

project, plainly there is a place for the second. How you set up
the third project, of course, might determine whether it could then
be merged into it or abandoned altogether. Really, if the business-

man is entitled to credit, there ought to be a place where he can get

it. Because our system doesn't work that way now, he comes to us
and says, "Because you haven't been clever enough to set up that kind
of credit system, you ought to help me get the credit," and so we do.

The Chairman. But both of these are devices for the purpose of

facilitating capital loans which are not now handled by the com-
mercial banks.
Mr. Berle. More accurately, which the commercial banks say they

do not handle, though actually they do really without knowing it

sometimes.
The Chairman. I noticed that statement that you gave in your

oral testimony, but your illustration was the purchase of the bonds
of large industrial corporations.

Mr. Berle. They don't purchase any capital securities of any small-

business man. That is quite true. I merely made that point because
if you checked up the list of the assets of the commercial banks, you
would find that instead of having the majority of their assets in

commercial loans, which they are supposed to do, you would find

that a very, very large proportion of them, far larger than the com-
mercial loans, were their actual holdings in securities. Government
and private.

The Chairman. When you were discussing the growth of private

placement of large industrial loans through insurance companies and
the like, I understood you to say that you saw no reason why that

would be a source of any danger to the general public interest.

Mr. Berle. No; to the general structure, I don't.

If, instead of a man saving up his own money and trying to buy a

bond in a market, he wants to save his money in an insurance com-
pany and let the insurance company buy the bond, and the insurance
company is well run, I don't see that the ark of the covenant is

violated, Senator. I can see that unless you watch it considerably, it

may be that only the very strongest insurance companies will ever
get a shot at the now extremely limited business of bondsv,
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One of the things that I should hope to do is, if you ever work out
a capital credit banking system, that it will from time to time dis-

tribute the bonds that it holds, see that it wants to sell its portfolio,

for instance, see that the smaller insurance companies and the out-
lying insurance companies that don't get a good break now get a fair

chance to buy the securities they need.

The Chairman. Do you think there is any possibility that the
growing self-sufficiency of the large corporations which control such
a large percentage of all corporate assets and the growing concentra-

tion of savings through insurance premiums and the like in the large
insurance corporations, and the private placement of these industrial

loans, would have the inevitable effect of foreclosing the opportunity
for the small business man and small enterprise and free independent
enterprise to obtain financing unless by some such system as you have
outlined here?
Mr, Bekle. Yes; I think it would. He is pretty well foreclosed

now, but of course the ultimate result of a system like this is that

he will be still further foreclosed.

. I suppose it still is possible that a small enterprise with a very high
credit could go ahead and place an entire issue with one insurance
company or something of that kind, so that I can't say that it neces-

sarily eliminates him, but he is so far out on the end of the limb now
that something has to be done.

The Chairman. Some years ago you published your very notable
^ook, written by yourself and Mr. Means,^ telling the story of the

tremendous concentration of corporate capital. Do you not see in

the circumstances which have been described to this committee an-

other step in that progressive concentration?
Mr. Berle. Yes, Senator. The greatest single force in favor of

concentration is that the large concern has access to the capital mar-
ket indefinitely, whereas the small concern does not. They are vir-

tually in a position where they can coin their own money. They can
print stock and sell it. They can issue bonds and, indeed, with a
far-flung type of operation the receipts that they take in are analo-

gous to taxation, and they can keep that up forever.

Now, the small man can't do that, and by consequence he can never
draw alongside.

Senator Borah. It would be necessary, would it not, to in some
way avoid that great concentration in order to reach the small man
at all, even by the system which you have outlined, because it seems
to me that so long as that concentration of power is there they will

always have the means by which they will see that the small fellow

doesn't get the benefit of the system ?

Mr. Berle. I think that is true, Senator, although that gets into

another range of matters.

Senator Borah. Yes ; I understand that.

Mr. Berle. I think that is one of the reasons why I have slanted to

the idea that any new capital credit banking mechanism ought not to

be tied in so closely to the capital mechanism that he is once more
remitted to that same set of forces which now pretty much condemn
him to never getting very far ahead.

1 The Modern Corporation and Private Property, Macmillan, 1933.
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Senator Borah. I understood you, in speaking of the question of

public debt, to state that your view was that the question of public

debt was not a dangerous proposition so long as wealth was created

against that debt.

Mr. Berle. That is right.

Senator Borah. In other words, if a farmer had a $10,000 mortgage
on his farm, if he should create wealth in the way of crops, and so

forth, sufficient, it would be perfectly safe for him to have $10,000

more, perhaps, if the wealth was sufficient.

Mr. Berle. If the result of the $10,000 more is going to add
;
yes.

Senator Borah. But is it not true when you are dealing with it

from a national standpoint you have to take into consideration the

distribution of this wealth which you are supposed to create for the

purpose of taking care of or avoiding the danger of increased national

debt?
In other words, if the wealth is created but not satisfactorily dis-

tributed, it is still a danger, it would seem to me—I am simply making
inquiry, not expressing an opinion—of the national debt, because the

wealth is not sufficiently distributed among the great masses of the

people.

Mr. Berle. I think that is perfectly true. Senator. Of course,

that would suggest that in steering the capital flow you steered it

toward those needs where you were getting a distribution. One of

the reasons why housing comes into these discussions so continuously
is that that is automatic distribution. The small man who gets a

house has it automatically distributed to him, and the local handling
of that, of course, means that you have wages flowing in various
directions.

When you get into the farm problem you have precisely the ques-

tion that you raise.

Senator Borah. You really never get away, in any of these systems
for the bettering of the condition of the human family, from the
proposition of a necessary distribution of the wealth of the country.
Mr. Berle. Never, never. The hope was here that you might create

avenues by which a great many men who ought to be in that dis-

tributive process because they want to work and do things in their

home towns, and so forth, can get at it. They would be glad to, and
the question is to see if we can't put tools in their hands so that they
can. The best distribution system is a system which distributes a

great deal of work in a great many places, so that there are a great

many people who are working and drawing their pay for it, and they

can therefore consume.
The Chairman. And the distribution is to individual natural per-

sons, not to institutions.

Mr. Berle. That is exactly the point. The object of a system is tc

take care of your people, and that is the only reason. And the only

object of a banking system is to put tools in the hands of everybody
who has need of that process, and that is the only reason for its

existence.

The Chairman. And as you have developed your story with respecl

to the national debt and the expenditures of government, I under-

stood you to point out that that has necessarily compelled the Gov-
ernment to go beyond what has ordinarily been regarded as th(

function of government.
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Government does not normally produce wealth to offset borrowings.

Mr. Berle. I would qualify that slightly, Senator. Government
ilways produces wealth, because there are certain kinds of wealth
vhich are normally recognized as a function of government—roads,

'or instance.

FUNCTION OF GOVERNMENT IN ECONOMIC LIFE

The Chairman. Of course, there was a time when that was not
egarded as a function of government.
Mr. Berle. Historically, practically every function that the Gov-

irnment now performs was once private. The post office, for in-

tance, was originally in Europe a monopoly of a famous princely

'amily called the House of Thurn und Taxis, and there was a terrific

•pw when it was translated into a government function. Koads were
)riginally toll affairs, and so on. The Government slowly and his-

orically does tend to extend its functions, and it extends them more
•apidly when there is a concentration of population in more than one
jlace. The city of New York is half Socialist. It has to be. I

ion't mean it has the mentality of a Socialist state; it is because it

an't work it out in any other way, but it is true that when the rest

)f the system doesn't work out and the Government has to take over,

jovernment has had to extend its functions in directions which previ-

msly it had not done. Part of that is legitimate because there were
jrovernment functions that had not been performed, and part of it

s accidental because the work had to be done, the Government had
io push into that field.

The Chairman. The self-sufficient industrial corporation of which
ive have been speaking, with thousands of stockholders and thou-

sands of employees, is, in effect, a sort of private government, is it

lot?

Mr. Berle. It comes to that, and as a matter of fact if every stock-

lolder were wiped out you would still have it moving right along
inder its own steam.
The Chairman. But we have not yet discovered how to cause these

Drivate governments to operate in such a manner as to provide for

:he distribution of wealth to the large number of individual flesh

md blood persons who are without employment, and that is the
iause, is it not, of the intervention of Government to do the job which
)ur economic system itself is not doing ?

Mr. Berle. That is right.

The Chliirman. The system which you are outlining here would be
directed not so much as to strengthen Government as an agency to

create wealth, as to provide a means of enabling the individual man
to govern his own economic destiny.

Mr. Berle. That is the whole story. Senator. In a democratic
economy the object ought to be to provide tools so that everybody
an provide for himself. The Government will always have to pro-
vide for some people, I suppose, of course, but the object is to fix

it so that everyone is a part of our economic civilization, and has
access himself to tools if he has the brains and the ability and the
industry to want to use them.
The Chairman. We have established a government in this country

which was intended to be a government to serve the people ; a govern-



3832 CONCENTRATION OF ECONOMIC POWER

ment of the people, and it is your theory that it should be main-
tained as such and that we should not permit the economic system to

develop organizational entities which overshadow the individual
economic freedom of the individual person?
Mr. Berle. Yes ; I think the economic system is our servant and not

our master, or, rather, ought to be. In olden days when there was
infinite free land the individual could always be taken care of by throw-
ing him at another undeveloped frontier. Now we have to throw him
at a still expanding industrial system which only serves the upper third

of the population, and we are trying really to find ways and means by
which we can use all the initiative, so that any group anywhere that

has some ideas and something that needs to be done can go ahead and
serve themselves. That is what this is about.

The Chaerman. I very much appreciate your statement.

Mr. Frank. May I ask a minor question of mechanism? In con-

nection with the banks that you suggest, in your proposed loans with
flexible interest rates, would it be within the purview of your scheme
that there might possibly be employed something like the English
railway mortgages—loans—to wit, without maturity ?

Mr. Berle. I think that you ought to be able to use all ranges. If

you wanted to provide virtually the equivalent of equity capital with-

out the problem of control by the bank or by the Government, then
a perpetual loan conceivably might be one of several devices to that

end which you could use. After all, the object of a bank is not to go
on and reaccumulate power itself; the object of it is to distribute the

enterprise and the power, and that might be a way of doing it,

I did not want to try to get this afternoon into the various devices.

We could do that, but that is a long job. There are an infinity of

financial tools which could be used, and I think any system of banking
of this sort ought to have the full use of all of them.
The Chairman. Mr. Ballinger?
Mr. Ballinger. Mr. Berle, I agree with you that the small-busi-

ness man should have access to capital, but I want to ask you iil

that is sufficient. For instance, at the Federal Trade Commissior
I have seen instances of two or three or four businessmen getting

access to capital. It was rather difficult for them to get that capital

but they managed to get it. After they got access to this capital

however, they could only get to going a little way before they wen
put out of business by a predatory business practice.

In other words, just giving a businessman capital is not going t(

get him going. You have to have some enforcement of rules of fail

competition, don't you, and these rules have to be very vigorous!]

enforced ?

Mr. Berle. Yes; I agree with that entirely; that is a differen-

branch of this subject. We were talking only about financial tooli

this afternoon, you are perfectly right.

Mr. Ballinger. Well, now, if you are going to start this publi«

works program, I want to ask if you would start it under existing

conditions. For instance, you wouldn't want this project to bu;

its cement from the cement trust; its steel from the basing-poin
industry; its gypsum from the gypsum trust; its wallboard fron

the wallboard trust, would you. You would want to break thes

trusts up, wouldn't you, in order to make the program more effective
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Mr. Berle. Yes: I don't speak with res[)ect to these particular in-

lustries, because I would have to analyze with some care in each case

vhat they are really doing. If you mean that nobody wants to use

his kind of thing merely to build up other people's monopolies,

)f course I agree with you. In each particular case—I don't think

;hat the problem is a single whole; in each case you are dealing

with a specific set of circumstances and unless I knew what you
vere talking about I couldn't answer the question intelligently,

jrenerally you want to use this to distribute rather than concentrate;

)f course that is true.

Mr. Ballinger. In other words, don't you think a public-works pro-

gram should be financed at as low a cost as possible? If your public-

vorks projects are going to have to deal with monopolies for their

(upply of building materials, they are going to be constructed at as

ligh a cost as possible, aren't they ?

Mr. Berle. I should assume so
;
yes.

Mr. Ballinger. Also I want to ask you this question about your
)ublic-w^orks program. Of course, a great many economists believe

;hat the solution to our ills is a public works program. But what
'ias always puzzled me is why we can never produce enough of such
nore fundamental forms of wealth as food, clothes, and shelter. If

ve can't produce enough food, clothes, and shelter for the American
3eople, why should we be diverting our labor supply to building more
!'oads and parks? In other w^ords, if it were put up to the average
nan, I think he would rather have more food than more roads, and
nore clothes than more parks, and perhaps even more shelter than
nore hospitalization. If we produced in this country enough food,

clothes, and shelter to give every American citizen a minimum stand-

ird of living, I think there would be no unemployment in the world
)f private business and that a big public-works program would be

innecessary. So long as we will not locate and cure the causes of

memployment in the world of private business which is engaged in

creating food, clothes, and shelter, it seems to me that those who are

idvocating a public works program are ducking the real issue. We
should not be thinking about how to create new forms of wealth so as

:o absorb the unemployed, but rather about why our production of old
md existing forms of wealth creates unemployment though our pro-
duction of these old existing, and I believe more fundamental forms
3f wealth have never been adequate for the needs of the American
people.

Mr. Berle. There is one difficulty to that. I agree with you but the

3bject is not merely to get consumers' goods into his hands. You
need—there are two elements in this. When you are dealing with
the individual worker, one is that you w^ant to see that he has what
lie needs ; the other is that you want to see that he actually works and
contributes to civilization in order to get it, and he needs that quite as

much as he needs his pay. You ask anybody who has just been told

that he is fired, retired, and on a perfectly adequate pension, and see

whether he likes it or not. Usually he feels as though he had fallen

ofi' three stories and lit on a brick walk. In a sense we need quite
as much to make demands of our people as we do to make presents
to them; perhaps even more. For that reason what you want is a
method by which you get all these people actually contributing to

124491—10—pt. 9 23
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civilization, so that then they are a part of it and thereby get the

necessary consumptive goods.

Mr. BAI.LINGER. I have always wondered why he falls off the pay
roll, considering the fact that we don't have enough of food, clothes,

and shelter in America. In other words, I don't understand why the

energies of the private business world don't properly expand so as

to prevent him from falling off the pay roll, or at least to let him
fall off only briefly. Of course, if we are not going to find out why
the world of private business, underproducing as it is, doesn't keep
him on the pay roll, it is perhaps right and just to put him on a

public works program. But the great wonderment to me has always
been why he can't stay where he is. Until we find the answer to

this query, I have little faith in public-works programs. At best,

they are only a poultice which may mitigate the pain of the cancer

but in the long run will not cure the cancer.

Mr. Berle. Well, you will get probably considerable unbalance.

For instance, if you ran the automobile industry at full capacity

continuously, it would not be very long before no automobile could

move in any direction because there would be a solid line. The
thing has to be graded step by step with the whole development.

That is why conceivably if you were willing to go into a highly

regimented civilization, which I for one do not advocate if it can
be avoided, you could so grade your automobile production that

you would merely have the necessary amount coming along step by
step, but that gets you into pretty deep water the minute you start

planning production; you find that you are also telling somebody
what he ought to consume, and at this point you are getting outside

the confines of what I conceive a democratic economy ought to be.

Mr. Frank. There would have to be a few roads in order to have
some automobiles, I assume.

Mr. Berle. I won't go into that because I tried in an earlier memo-
randum, which I believe is not in evidence before this committee, to

indicate that I thought that the motor industry was one of the most
heavily subsidized industries in the United States though it didn't

know it.

Mr. Henderson. You don't mean to indicate that memorandum was
suppressed, Dr. Berle.

Mr. Berle. Oh, no; you know more about that than I do, Leon.
Mr. Nehemkis. I should like to direct a question to Mr. Berle. Mr.

Berle, you spoke of the new type of banking system which through
selective interest rates could create credit. Would not this new bank-
ing system which you have suggested also tap savings?

Mr. Berle. Yes.
Mr. Nehemkis. And thus provide an outlet for this idle money

which is troubling us.

Mr. Berle. It should be able to do both things. Wlien it is dealing

in those noncommercial areas where there is not what you might
call a standard interest charge, it then ought to be in a position to

create credit. Where, however, it happens to be providing capital

for a group of people who are perfectly able, ready, and willing to

pay a standard interest charge, there is no reason why, having got

those bonds, it should not then resell them wherever there is a neces-

sary outlet for savings and thereby reestablish its revolving fund.

Further, if the time should come when we begin to run up into an
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overplus of capacity, into an overactivity which has happened in the

United States, as it did 10 j^ears ago, it might then run up its interest

rates and begin to tap savings without creating credit with a view
to slowing down the process a little.

Mr. Ballinger. As I understood you, Mr. Berle, investment bank-

ers are becoming more and more reduced to brokerage functions

because of the growth of large scale enterprise. The market is more
or less closed, and they don't have to go out and look for customers,

and so their business is receding a little bit.

Mr. Berle. Not a little bit; a very great deal.

Mr. Ballinger. And yesterday I listened to testimony about the

sufficiency of our large corporations who are becoming emancipated
from banks.

Mr. Berle. That is right.

Mr. Ballinger. I hope these interests will notice that because

maybe then we can get some help. Big business is putting certain

very powerful groups out of business.

Mr. Berle. May I say this, Mr. Ballinger, the alleged domination

of what is called big business by the banking system, as I see it, today
is now largely sentimental. It really is a hold over. In the older

days when they had continuously to go to this group for their credit

, and their capital, of course, those two were closely tied together.

\

This is now the second generation, and it is largely due to the personal

i connections that were established. I really should question whether

i
it would survive another generation. Steel or telephone or any of

those large corporations could declare their complete independence
of all Wall Street tomorrow afternoon if they felt like it, and I take

; it that the reasons are largely personal that they don't. They don't

I need Wall Street. Wall Street needs them now a great deal more. In
: other words, the baby has grown up.

Representative Eeece. Henry Ford emancipated himself sometime
ago, didn't he?
Mr. Berle. I don't think he ever had to, sir, if I recall correctly.

The Ford plant was entirely done by internal financing right from
the beginning or from after the first very small loan and a couple

of partners. My impression is that they never did get into that

ambit, and I believe Mr. Ford has been heard to say that he never
proposes to.

The Chairman. Are there any other questions? Mr. Berle, we
are very grateful to you for a very interesting discussion.

Mr. Berle. I am obliged to you for your kind courtesy.

Mr. Nehemkis. I take it we proceed tomorrow morning, sir ?

The Chairman. The committee will stand in recess until 10 : 30
tomorrow morning.

(Whereupon, at 4 : 10 p. m., a recess was taken until Wednesday,
May 24, 1939, at 10: 30 a. m.)
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WEDNESDAY, MAY 24, 1939

United States Senate.
• Temporary National Econoisiic Committee.

Washington, D. ('.

The committee met at 10:45 a. m., pursuant to adjournment on
Tuesday, May 23, 1939, in the Caucus Room, Senate Office Building,

Senator Joseph C. O'Mahoney presiding.

Present: Senators O'Mahoney (chairman) and King; Representa-

tive Reece; Messrs Henderson, O'Connell, and Brackett.

Present also: Senator James M. Mead, of New York; Ernest S.

Meyers, Department of Justice; and Peter R. Nehemkis, Jr., special

counsel, Investment Banking Section, Securities and Exchange Com-
mission.

The Chairman. Tlie coinniittee will please come to order. Mr.
Nehemkis, are you ready to proceed?
Mr. Nehemkis. Yes, sir. May it please the committee, I should

like to introduce one or tAvo exhibits which have not heretofore been
introduced.

I think in the interest of time I will wait and call Dr. Hansen first,

if you please. Dr. Hansen has already been sworn. May he proceed ?

The Chairman. He may proceed.

Mr. Nehemkis. We have had considerable discussion, Mr. Chair-
man and gentlemen of the committee, with the problem of capital

ex])enditures. Mr. Deimison, Mr. Berle, and Dr. Hansen in his earlier

testimony all referred to that problem, so it seems proper this morn-
ing, and orderly, that Dr. Hansen should discuss the problem of

what a rational budget, a rational capital budget for the Federal
Government, should consist of and should look like. I therefore call

Dr. Alvin Hansen.
The Chairman. These are Dr. Hansen's personal ideas as to Avhat

a rational budget should look like?

Senator King. Is that for individuals, the States, or the Nation i

Mr. Nehemkis. It is for the Federal Government, sir.

Senator King. Does a rational budget for the Federal Government
have any relation to a rational budget for an individual, or is it

nebulous and can it mean anything?
Mr. Nehemkis. I think you will find it is rational, but whether it

is the kind of budget I could operate on I don't know.

TESTIMONY OF DR. ALVIN H. HANSEN, HARVARD UNIVERSITY,
CAMBRIDGE, MASS.—RESUMED

Dr. Hansen. Mr. Chairman, and members of the committee, in the
testimony which I presented to the committee on May 16, I stated the
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problem of full employment and a high national income in the fol-

lowing terms.' I called attention to the fact about which there can

be, I think, no controversy. The flow of income springs from two
sources, consumption expenditures and outlays on capital or invest-

ment goods, equipment, plant and residential construction, and public

construction. I called attention to the fact that the essentially dy-

namic source of the income stream is the outlay on expansion of plant

and equipment, and on new residential and public construction.

I noted that as the outlays on investment goods of this sort rise,

as employment in these capital goods industries increase, consumption
expenditures also rise. That money spent in investment goods is high-

powered money in the respect that its effect is magnified by reason

of the induced consumption to which it gives rise.

I called attention to the fact that in a high saving, high investment
economy such as ours, you cannot get full employment without large

capital outlays, whether private or public. The gap between con-

sumption expenditures and the full income level attainable under
conditions of full employment can be filled in one of three ways.
First, it may be filled with private capital outlays in expansion of

plant and equipment, commercial manufacturing, mining, railroad,

or public utility, and on private residential construction.

Second, it may be filled with public investment in self liquidating

or non self liquidating public projects directly or indirectly produc-
tive and contributing to a higher standard of living.

Third, it may be filled by adding to private-consumption expendi-
tures a wide variety of community consumption in the form of social/

services, public health, public recreation, low cost housing, and the

like, thereby developing a high consumption economy. I noted more-
over, that public investment may be financed partly from borrow-
ing, especially for self-liquidating projects, and even at times foi

non self liquidating projects. Whether or not borrowing is the most
appropriate economic policy depends in part upon the prevailing

state of employment.
A part of public investment outlays may appropriately be paic

from taxes, especially taxes which do not weigh heavily on consump-
tion. Community consumption expeaiditures of the character tc

which I have referred ought especially to be paid for out of taxes

which bear lightly on consumption. Vast capital outlays on private

plant and equipment and on residential building were necessary in th<

rapidly expanding economy. A less rapidly expanding economy
with a slower rate of population growth requires a smaller outlay or

expansion of plant and equipment.
This is all the more true because a highly developed industrial sys

tem with a vast amount of plant and equipment can introduce tech
niques and improve and modernize its productive facilities througl
replacements and renewals. Evidence has been presented to this

committee which shows that depreciation allowances finance undei
under modern conditions b}^ far the major part of gross capital out
lays. A less rapidly expanding economy, in order to achieve fid

employment of its resources, will probably need to rely rnore largeb
in the future than in the past (1) on public investment as a supple

1 For Dr. Hansen's previous testimony see supra, pp. .3495-3520, 3538-3559.
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ment to private investment ; and (2) on community consumption ex-

penditures as a supplemental to private consumption expenditures.

In his testimony to the committee yesterday Mr. Berle called atten-

tion to the historical trend in this direction, and I quote two sen-

tences :
^

As development of a country progresses, I think

—

he said,

it will be found on careful examination that there is an increased need ror
wealth of the nonprofit type. The advance in technical, demographic, and cul-

tural development of the country has apparently brought to the fore recognized
social needs with greater rapidity than heretofore. Many, perhaps most, of

these social needs cannot be handled on a price per unit basis. Their cost must
be paid by the community at large, yet the productive functions of the commu-
nity are better off for their existence. They therefore become the logical field

for public capital financing.

To sum up, there are three roads to full employment: (1) Private

capital outlays; (2) public investment; and (3) community con-

umption.
In the current decade of chronic unemployment, the Federal Gov-

ernment has been compelled to supplement both private investment

and the public investment of State and local goverimaents with large

capital outlays. A part of this was composed of loans to private

enterprise, banks, railroads, and so forth, a part consisted of grants

to local governments, a part was composed of self liquidating public

projects, a part of other forms of public works, and a part of more
3r less direct relief of unemployment.

niE DOUBLE BUDGET—INCREASING IMPORTANCE OF EXPENDITURES FOR
INVESTMENT IN THE TOTAL OUTLAY OF THE FEDERAL GOVERNMENT

Dr. Hansen. These developments have enormously complicated
3ur Federal budgetary set-up. The larger role which the Govern-
ment has played, and, in my judgment, is likely to play in the years
ahead, with respect to public investment as a supplement to private

investment, calls for a reexamination of our budgetary procedure.

It is my purpose to discuss very briefly the problem of budgetary
procedure with special reference to the question of a capital or invest-

ment budget. Let me say at once that I am not suggesting the
adoption at this time of any plan of double budgeting. It is a prob-
lem which requires first of all study and careful consideration. It

is not a matter into which we can afford to rush blindly until we have
made a thoroughgoing and exhaustive inquiry into the whole subject.

I am raising the problem solely in the hope that such an inquiry will

be made in the near future.

Let me say here that I approach this problem as a student of the
business cycle in its relation to fiscal policy. I am not an accountant
and am not competent to discuss the details of accounting procedure.
I approach the problem from the standpoint of general policy. It

is my view that the Government ought to call the foremost public
accountants in the country to Washington to assist in making a
thorough examination of Federal accounting practice. It is a highly
technical job that requires technical experts.

1 See "Exhibit No. 620," appendix, p. 4066 at p. 4070.
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The question of the appropriate classification of public expendi-

tures is an important one. There has been much discussion and
widely divergent practice in different countries with respect to this

matter. Expenditures have sometimes been divided into ordinary

and extraordinary, and again into operating expenditures and cap-

ital exepnditures. Most commonly all expenditures of whatever kind
have been included within a single or unitary budget. Some coun-

tries have, however, used a double budget, including an operating

budget and a capital or investment budget.

TYPES or PUBLIC DEBT

Dr. Hansen. The nonrecurring expenditures, that is to say outlays

for capital projects and expenditures incurred by reason of war or

other public disaster, have customarily been financed in part from
loans. Thus our own State and local governments during the decade

of the twenties borrowed about $1,000,000,000 per year for capital out-

lays on roads, schools, and other public improvements. War has al-

ways in modern times been financed in large part from loans. Debt
incurred by reason of these nonrecurring outlays may be divided into

three types: (1) Dead-weight debt, (2) passive debt, and (o) active

debt.

Dead-weight debt is one which is incurred in consequence of ex-

penditures which in no way increase the productive power of the

community, yielding neither a money revenue nor a future flow of

benefits. The most conspicuous type of public debt thus incurred is,

of course, that arising from war expenditures.

Passive public debt is one incurred for expenditures which, while

yielding benefits to the conmiunity, such as public buildings, public

parks, and the like, do not return a money income.

An active debt is one incurred in consequence of (1) capital ex-

penditures on projects which are self liquidating; and (2) expendi-

tures on projects which indirectly increase the productive power of

the community, such as expenditures on public health or education

designed to raise the efficiency of the people, or expenditures on
energy on other natural resources designed to increase the produc-
tivity of the Nation.

The Chairman. Let me interrupt you in order to make note of the

fact that the committee is honored by the presence of Senator Mead,
of New York, author of one of the bills now pending before Congress
to provide for a system of loans to little business, as he has phrased
the matter.

Proceed.
Dr. Hansen. Frequently it is difficult to know into what category

to place debt incurred for certain expenditures. Thus, good public

roads in part increase the physical productivity of the country and
in part merely add to our enjoyment. Debt incurred for public roads

is thus in part active debt and in part passive debt.

Historically, public debts in most countries have been mainly of

the dead-weight type. England's national debt must be placed almost
wholly in this category.

Mr. Henderson. I missed that.

Dr. Hansen. England's national debt must be placed almost wholly
in the dead-weight category.
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Sweden is a notable exception to this rule. Sweden's debt is bal-

anced by productive assets. Indeed, in some recent years the net

income from state enterprises has been approximately twice as large

as the interest on the public debt. The public debt of France is

another notable example of dead-weight debt. The same is true with
respect to the origin, at any rate, of most of the Federal debt in the

United States. Since 1930 the United States has incurred a large

p»ublic debt, a considerable part of which must be placed in the dead-
weight category, springing not indeed from war expenditures but
from the necessity of offering relief to the unemployed. I am speak-
ing liere of that part which did not materialize in durable public
improvements that went into direct relief.

The question has often been raised whether the dead-weight debt
of a country ought or ought not to be retired. To this I think it is

not possible to give an unqualified answer. Under certain conditions
it will not be economically desirable to retire dead-weight debt. Un-
der other conditions debt may wisely be retired. Indeed, I think in

the whole area of economic policy it is very rarely possible to give
an unequivocal answer to any question. You must always consider
the concrete conditions involved and make an answer in terms of
those concrete conditions. There are no general formulas that can
be applied with respect to economic policy.

Under certain conditions, it will not be economically desirable to

retire dead-weight debt. Under other conditions, debt may wisely be
retired. England retired very little of her huge Napoleonic war clebt.

It seems to me clear that this proved to be a wise policy. Drastic
retirement of this huge debt, particularly in view of the tax structure
then current in England, would have restricted consumption and would
probably have been detrimental to her economic development.
The United States, on the other hand, in the post-war decade, retired

about 10 billions of the debt incurred in the World War. Under the
conditions prevailing in the twenties, this was, it is generally agreed,
a wise procedure. The question whether or not dead-weight debt
should be retired depends, therefore, mainly upon the prevailing state

of the economy and in part upon the character of the taxes employed.
If the debt is retired by means of taxes which bear mainly on the sav-
ings stream, the economy will be little disturbed, especially if it is

experiencing an investment boom. If, however, an economy is expe-
riencing chronic unemployment, debt retirement would probably
aggravate the situation.

These considerations lead to an examination of the most appropriate
method of accounting for different types of expenditures. It is with
this problem that various forms of budget systems are concerned.
Under a true double budget system, current or operating expenditures
are accounted for in an operating budget. Outlays for capital projects
are accounted for in a capital or investment budget.

THE BUDGET AND TAXATION

Dr. Hansen. First let us consider the operating budget in a dou-
ble-budget set-up. It is necessary to note at once that under condi-
tions of fairly wide fluctuations in income and employment such as
modern countries undergo it is virtually impossible to cover even the
regidar operating expenditures of the Government with adequate tax
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receipts in the depression years of the cycle. This fact is due to two
causes. On the one side, the modern tax system is heavily composed
of taxes which are highly sensitive to the cycle. This is especially

true of the individual income tax, the corporate income tax, and the

customs duties. The receipts from these taxes fluctuate widely with

the cycle, rising to high levels in boom years and falling to low levels

in depression years.

On the other side, under modern conditions, certain expenditures of

government, notably relief of unemployment, unavoidably increase

in depression years. Thus we experience, not merely highly fluctuat-

ing revenues correlated directly with the cycle but also fluctuating

expenditures correlated inversely with the cycle. The combined effect

of these two diverse movements is to magnify the divergent movement
of expenditures and tax receipts in the operating budget. If the tax

structure is set sufficiently high so that tax receipts cover the total

expenditures in the operating budget over an entire cycle, these diverse

movements will produce a surplus of tax receipts over expenditures

in the boom years and a deficit of tax receipts in relation to expendi-

tures in the depression years.

The regular operating functions of goverimient should be ade-

quately covered by tax receipts over the cycle period. To do so,

however, requires careful planning and considerable flexibility with
respect to tax-rate adjustments. On the expenditure side many of

the regular expenditures will go on from year to year, disturbed

but little if at all, by prosperity or depression. These are the regu-

lar expenditures growing out of the ordinary functions of govern-

ment. But relief expenditures, if not otherwise provided for outside

of the budget, must also be regarded in modern times as a normal
function of government and one which it must face in every period

when unemployment on a large scale prevails. It is an item of ex-

penditure which it is difficult to regularize, but even here it is pos-

sible to go a considerable distance toward regularization through the

development of unemployment insurance and other social security

measures. By means of these special measures the load of outright

relief can in large measure be provided for outside of the Govern-
ment Budget, thereby reducing the magnitude of the fluctuation of
expenditures. Thus England, because of a well-developed system of
unemployment and old-age insurance, was able to meet the relief

needs of the depression with relatively small govermnental support.

Comparison with our own situation in the great depression must, of

course, take cognizance of the great depth of our depression and the
correspondingly greater need. I think the fact that we did not have
adequate machinery already going to take care of a large volume of
unemployment relief explains, in a very large measure, the degree
of chaos, so to speak, which has existed in our Federal finances in

the last 10 years.

From this experience it seems to me it is necessary to learn a lesson

and in future to provide regular machinery which, in very large part,

will take care of relief expenditures outside of the Budget and that in
itself will assist in great measure in developing systematic and sound
Federal budgetary practice.

Senator King. Doctor, if I may interrupt you. Do you think, then,

that the insurance which was provided by Great Britain and Germany
met the situation ? Don't you know—isn't it a fact that the amount
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which they had—the taxes which they levied for that purpose

amounted to several billion—or several hundred million pounds and

was utterly inadequate, and they had to exhaust the entire fund, and

then resort to further grants from the Government m Germany, and

from the Government in Great Britain ?

Dr. Hansen. In England the system which was already going, a

o-oino- concern, took care of the problem in very large measure. It did

Sot bl-eak down. Senator; it is true that the Federal Government—it is

true that the National Government in England had to supplement the

machinery, the unemployment—the employment system, by aid from

the Treasury. I only said. Senator, in my statement, that the fact

that Great Britain had a well developed system of unemployment

and old age insurance meant that the load placed upon the treasury

was very much minimized. I did not say that there was no load on

the national treasury.
-r. . . ^^

Senator King. Well, the fact was that m Great Britain as well as in

Germany the funds were exhausted and there had to be large grants

from the treasury, and in Germany, because of the lean condition m
the treasury, it was impossible for them to make the necessary grants

in order to supplement the needs, to meet the requirements under the

system which they had set up.
. . ^

Dr. Hansen. But through the years the funds coming into the un-

employment insurance system in England again built up its finances,

and while there was a drain and exhaustion of funds m the early

years of the depression, it has been built up in recent years, so that it

certainly is not true, in my judgment, that the system broke down.

There was a period in which the unemployment insurance fund went

into a debt and again it recovered its position in large measure as

recovery developed in England.
• t <.

It was a very big factor in my judgment. Senator, m providing tor

relief outside of the national budget. It was not wholly adequate.

Senator King. I didn't intend to say it broke down ; it depends upon

the connotation you attribute to the words "break down," but it did

break down to the extent that in Germany they had no funds at all

;

they were entirely exhausted, and for a considerable length of time

there was a very inadequate appropriation made to meet the legal de-

mands upon the fund. n • x i

Dr. Hansen. In Germany, Senator, as I recall it—1 may be wrong—
the system was not introduced until 1927. It was not a going concern.

It had not had a sufficient basis of experience or accumulation m good

years to really call it a going concern. The depression hit Germany

in 1929. Moreover, the conditions in Germany, even in those years,

from 1927 to 1929, were by no means healthy, prosperous conditions

;

I don't think you can say the German system was really a going

miemployment-insurance system.

Mr. Nehemkis. Dr. Hansen, is it a fact that the unemployment

system of Great Britain was introduced during the premiership of

David Lloyd George ?
. , ^ ^i, ^

Dr. Hansen. The unemployment-insurance system; yes; but that

covered
Mr. Nehemkis. What year was that ?

Dr. Hansen. Just before the war; I forget the exact year; I think

it was 1911 or 1912, but that covered in those years only the more
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violently fluctuating- industries and did not cover the whole of the

economy. The act was greatly extended in the post-war period.

Mr. Xehemkis. But it is a fact, is it not, Dr. Hansen, that the whole
relief unemployment system was in existence for many years prior or

for some years prior to the time when the depression made its effect

upon Great Britain?
Dr. Hansen. Yes ; it had heen a going concern pretty much for the

entire economy for about a decade before the great depression came.
Mr. Nehemkis. And when you speak of that system having been

a going concern, you mean it was in operation for at least a decade ?

Dr. Hansen. Yes. However, let me say that tliey were continually

amending the act.

Senator King. Supplementing the appropriations?
Dr. Hansen. Particularly in the decade of chronic unemployment

of the tw^enties they were having difficult conditions, but I do think
that, nevertheless, the system was of great aid to them also in that

period. They underwent a series of amendments which gradually had
the effect of separating out what may properly be called relief from
unemployment-insurance problems.
At first I think there was a confusion with respect to those two

aspects, which is partly responsible for the fact that the system did
not function as A^ell as it might have in the decade of the twenties.

Mr. Nehemkis. Will you proceed, sir, unless the Senator desires to

question further ?

Mr. Henderson. I had a question myself, having to do with this

country. As I gathered, your point was that if we had had in effect

here an established system of insurances and social payments of
various kinds, that probably the magnitude of our di'op—that is, the
enormous decline—would have been considerably minimized?

Dr. Hansen. That wasn't the point, Mr. Henderson, I made, though
I think that is probably true. The point that I made was that the
whole method of financing relief would have disturbed our Federal
Budget less if we had had outside of the Federal Budget a going
system which provided in its own autonomous budget, so to speak (let

us say, an unemployment insurance system) lor unemployment relief.

Senator King. In considering that, the observation which you have
made, did you take into account the fact that before we set up the
present unemployment insurance policy many of the large corpora-
tions, paitnerships which employed hundreds of thousands of indi-
viduals, had a system of relief or unemployment insurance which
guaranteed to the employees a considerably larger amount than they
are obtaining now under the Federal system ?

Dr. Hansen. It covered, however. Senator, a very, very small per-
centage of the total employed in the country.^ I forget the percent-
age now ; it was a very, very small percentage.
Senator King. It was a rather large percentage. We had the mat-

ter up, I will say, before the Finance Committee and there was a great
deal pi opposition by a large number of employees who were th-
beneficiaries or would be the beneficiaries of the private employment-
fund system to the Federal system. They opposed being taken out
of the private system and transferred to the Federal svstem.

1 Sep survey of unemployment benefit plans in the United States, Bulletin of the U S
Bureau of Labor Statistics No. 544, July 1931.
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Dr. Hansen. The record introduced into the hearings at the time

of the unemployment insurance indicates, I do not recall, precisely

what that percent is; I would not like to state it now, because my
memory doesn't serve me ; but I do know it was a very small percent.

Senator King. It was not such a small percent of those who were

employed in the large corporations and in the manufacturing and

mining.
Dr. Hansen. Yes; also in manufacturing and mining.

Senator King. Of course, if you take into account the farmers and

agriculturists.

Dr. Hansen. The present act doesn't cover them anyway.

Senator King. I know it does not.

Dr. Hansen. In manufacturing also. Senator, I am certain the fact

is that the percentage was a very small one, but I wouldn't dare to

say what it was at this moment.
Senator King. Both of us are guessing.

Dr. Hansen. That is right. It can easily be verified.

Senator King. I had the figure in my mind during the hearings, but

I don't recall them now.
Dr. Hansen. Thus, while the expenditures in the operating budget

can in large measure be regularized, it is nevertheless impossible to

strike a year-by-year balance, owing to the fluctuations in tax re-

ceipts in various phases of the cycle, but it is necessary that the level

of tax receipts shall be high enough to balance the expenditures in

the operating budget over the entire cycle period. Obviously, the

failure to bring about a balance of receipts and expenditures in every

single year in achieving a cyclical balance involves deficits in the

operating budget in some years, and surpluses in others.

Thus temporary loan financing is necessary, even in the case of the

operating budget. It is important, however, that care should be

taken to amortize such loans very rapidly in order to insure a balanced

operating budget over the entire cycle. In order to facilitate this,

Sweden has devised a system of amortization within 5 years of debt

incurred to cover temporary deficits in the operating budget.

It is possible that a better plan would be to use a varying amortiza-

otion rate, longer periods for the deficits incurred early in the depres-

sion, shorter periods for deficits incurred late in the depression, and

still shorter ones for those incurred in the first phase of the recovery.

At all events, in order to ensure a cyclical balance of the operating

budget, rapid amortization of such temporary loans should be pro-

vided.

Some adjustment of tax rates to the cycle movement may be desir-

able as a compensatory measure. On balance it may be suggested that

taxes which bear mainly on the savings stream may without damage to

the economy be raised in the boom days of the cycle. This is true

because high rates on incomes flowing largely into savings will simply

take funds from the savings stream and, through the debt-redemption

process, place these same funds back again in the savings stream.
_
This

assumes that people owning the retired bonds will wish to reinvest

the sums received. Taxes bearing mainly on the savings stream rather

than on consumption, and used for debt retirement, would therefore

have neither an inflationary or deflationary effect. Such a procedure

would leave the savings stream intact and would be neutral in its

effects on the cycle movement.
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On the other hand, it might also prove desirable under certain con-

ditions to fluctuate the rates on consumption taxes, raising them in the

boom and lowering them in depression. The increase of consumption
taxes in the boom will, however, tend to be deflationary in its effect and
should therefore be resorted to only in the event that the boom is

proceeding at a pace which makes it desirable to hold it in check.

Mr. Henderson. I understood from your previous testimony, Dr.

Hansen, that we were to follow exactly the reverse on taxes bearing on
consumption in this country, and that there was almost a 300-percent

increase in the taxes which you call consumption taxes.^

Dr. Hansen. Yes, sir. In the event that the recovery lacks vigor,

an increase in consumption taxes would be unfortunate, since this

procedure would tend to dampen the recovery. That is the point you
just referred to.

So much for the operating budget which involves the regular current
expenses. I turn now to the nonrecurring expenditures on major capi-

tal projects, whether self liquidating or not. Nonrecurring expendi-
tures incurred by reason of war or other major public disaster, I shall

not consider since these involve special problems of financing with
which here we are not primarily concerned.

BUDGETING PUBLIC INVESTMENT—THE DANISH SYSTEM

Dr. Hansen. Under a fully developed double budget system, the
operating budget must include as a part of its regular expenditures
the depreciation, amortization, write-offs, and interest charges inci-

dental to the capital outlays accounted for in the capital or invest-

ment budget. The interrelation between the operating budget in a
double budget system and the capital or investment budget can per-

haps best be illustrated by reference to the Danish budgetary set-up.

Denmark's budgetary system inaugurated in 1927 offers the most
logically consistent example of governmental accounting in the form
of two separate but interrelated statements: (1) The operating
budget, and (2) the capital or investment budget. No distinction is

made between self-liquidating and non-income-yielding capital out-

lays. Durability, not profitability, is the criterion applied. Capital
outlays on durable or capital goods are financed by (1) inheritance

taxes under the Danish system, (2) borrowing, and (3) amortization
or depreciation allowances transferred to the capital budget from the

operating budget. These are the sources out of which funds are

derived for capital outlays.

Self liquidating capital projects are of course expected to earn an
income adequate to cover the operating expenses of the project and
also interest and depreciation charges. In the event that losses are

sustained, these are carried by the operating budget. Non-income-
yielding assets on the other hand, since they earn no income directly,

must look to the Government's operating budget for income to cover

not only expenses of operation, but also interest and depreciation

charges. Thus each branch of the government—I am speaking of the

Danish system—for example, a state hospital or a state university

—

must include in its expenditure estimate not merely the usual oper-

ating expenses, but also an amount sufficient to cover interest and

1 See supra, p. 3544.
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depreciation on its plant. These expense items entered in the gov-

ernment's operating budget are, of course, defrayed from general tax

revenues. Thus the operating budget carried the interest and depre-

ciation charges originating in the capital or investment budget.

The Danish public accounting procedure is fully developed to in-

clude all state properties, and it is therefore possible to present

annually a statement of the national debt and net cost minus depre-

ciation of the national properties. And since a part of the capital

outlays are finances from inheritance taxes, the net cost minus depre-

ciation of the national properties should exceed the debt obligations.

This aspect of the matter is, however, in my judgment of rela-

tively little significance. Indeed, it may well be argued that at any

rate with respect to non self liquidating projects, there is no legiti-

mate warrant for setting up a balance sheet of assets, so called,

against liabilities since these assets, so-called, yield no income. The
analogy, jt seems to me, to private business is a false one. The
important matter, however, with respect to the Danish procedure is

that for every capital outlay financed by borrowing, depreciation or

amortization charges are assessed against the operating budget, so

that within the lifetime of the capital project, funds derived from

tax revenues are made available either for replacement or debt

retirement. Thus with respect to every capital project the Danish

budget system is designed to insure that within a reasonable period

tax receipts have been collected adequate to amortize the loan in-

curred for the capital outlay or to provide funds for a new capital

project.

The operating budget is continually in balance if its tax receipts

are adequate to cover, in addition to expenses of operation, deprecia-

tion or amortization and interest charges. But the initial capital

outlay is thrown into a capital or investment budget and is not loaded

onto the operating budget.

BUDGETING PUBLIC INVESTMENT—THE SWEDISH SYSTEM

Dr. Hansen. In the case of Sweden, the capital budget system grew

naturally out of the fact that the Swedish state had for many decades

past owned important state enterprises, including the railroads, bus

lines, telegraph and telephone systems, large electric-power plants,

iron-ore reserves and forests, together with such factories and shops as

are closely related to the operation of these projects. Thus the state

derived revenue not only from taxes, customs, and excises, but also

from the net income from the state productive funds^ including the

tobacco monopoly, the iron-ore company, the post office, telegraphs,

railways, waterworks, and public domain. Capital budgetary ac-

counting also applies in Sweden to income yielding projects which

are not wholly self sustaining, as for example, low-cost housing

projects, and the new Swedish budget recently proposed plans to

extend the principle, following the Danish example, to non-income-

vielding public works, such as public buildings. It is proposed to

do this piecemeal, as and when separate government agencies or

authorities can effectively be set up to manage certain capital projects.

As an example, the public roads might be placed under a government

authority for the purpose of more efficient management and operating

under its own autonomous budget. The public roads authority
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might, of course, have assigned to it a part or all of the gasoline
taxes, which would make it in a sense more or less self sustaining.

The capital or investment budget in Sweden applies mainly to

income-j'ielding state enterprises. This is the simplest and clearest

illustration of the capital budget principle. In Denmark the prin-

ciple has a more general application.

With respect to our own country, the Swedish principle is par-
ticularly applicable to the various governmental corporations and
crediting agencies, and to self liquidating capital projects. How far,

if at all, the capital budget principle could be usefully extended to

non-income yielding public works is a matter requiring further study.

Before we embark upon any general program of capital budgeting,
an exhaustive study should be made of the subject, including adequate
time for public education, so that the country will understand and
accept as valid the principles involved in the new procedure.

USE OF PUBI.TC COKPOKATIONS BY FEDERAL GOVERKMENT

Dr. Hansen. The time is ripe for such an inquiry. We have al-

ready been stumbling piecemeal in the direction of a double budget
system. With respect to the Commodity Credit Corporation, its

capital stock of $100,000,000 is held by the United States. It is

authorized to issue its own obligations, guaranteed by the United
States, in an aggregate amount of $500,000,000. Under an act of
Congress, March 8, 1938, the Secretary of the Treasury is i-equired to

make an appraisal of all assets and liabilities of the Corporation as

of the 31st of March in each year, for the purpose of determining its

net worth. If the net worth is below $100,000,000, the Secretary is

required, subject to appropriation of funds therefor, to restore such
capital impairment. In the event that the net worth exceeds $100,-

000,000, the excess must be de])osited by the Corporation in the

United States Treasury. Thus the Budget of the Federal Govern-
ment is not affected by any debt which the Corporation incurs in

pursuit of its loaning operations, but only in the event that a loss

or surplus occurs in any fiscal year. Other governmental corpora-
tions and credit agencies are outside of the Government Budget in

the sense that they are empowered to obtain funds by the sale of
their own securities in the market. Such securities are usually fully

guaranteed as to principal and interest by the United States. Most
of these corporations are making loans or engaging in activities which
are expected to be wholly or mainly self-liquidating.

Senator King. You don't refer to the Home Owners' Loan, do you,
where there was a loss of perhaps $100,000,000?

Dr. Hansen. It varies in different groups. There are certain areas

in which clearly there have been losses.

Senator King. There have been losses there. They have advanced
$100,000,000 and the Secretary of tlie Treasury was automatically re-

quired to replenish the fimds.

Dr. Hansen. That is right, I referred to that, Senator.
Senator King. But you didn't refer to it as indicating losses.

Dr. Hansen. I referred to the fact that you now mention, that the

Secretary has to make good such losses. In one important case, that

of the United States Housing Authority, the loans made to local

agencies for low cost housing are only to a very limited extent self-



CONCENTRATION OF ECONOMIC POWER 3849

liquidating, since the rents received ^vill not be sufficient to cover in-

terest and amortization charges. These therefore must be carried

in whole or in part by the Government Budget.
Senator King. They will be treated as losses, will they not?

Dr. Hansen. That is right.

Senator King. And you have to tax the American people in order

to meet the losses.

Dr. Hansen. That is exactly the point I am making. These de-

velopments indicate that we are already moving, but without any
systematic program, in the direction of a capital or investment bud-
get. Yet the capital budget principle finds, strictly sj^eaking, no
recognition as yet in our Government's own Budget. This is true

because we still count the Government's investment in the govern-

mental corporations and credit agencies as operating expense. In a
true double budget system the Government's investment in the sub-

idiary corporations and credit agencies would be charged to the

capital budget. In view of the tendencies indicated above, however,
the time has clearly come when a thoroughgoing reexamination of

our budgetary procedure is called for.

Mr. O'CoNNELL. Did I understand you to say that the loans made
by the United States Housing Authority to local agents are to all

intents and purposes not self liquidating?

Senator King. That is true ; he said it.

Dr. Hansen. In large part they are not self liquidating because as

|[ understand it the rents received on these low^-coast housing projects

will not at all be adequate to cover interest and amortization charges.

Mr. O'CoNNELL. That is true, but it seems that what they do comes
fairly close to what you are proposing because the loans made by
U. S. H, A. are repaid and the Federal Government makes an annual
contribution out of its current
Dr. Hansen (interposing). That is right, but that annual contri-

i3ution is in the nature of covering losses that are sustained in the
project.

Mr. O'CoNNELL. That is true, but isn't the procedure that U. S.

H. A. follows, that is the loan which is a capital loan and an annual
contribution which is carried in the regular budget, substantially the
sort of system you advocate for that type of thing?
Dr. Hansen. It is substantially the system I have referred to in

Denmark and Sw^eden, that is correct.

Senator King. Isn't it true with reference to that organization to

which reference has been made that the Government has to pay out
very year some 35 or 65 million dollars anticipating interest?

Dr. Hansen. I don't recall the exact figures but the principle you
state is correct.

Senator King. So thgre is a direct loss that must be paid by taxing
the American people.
Dr. Hansen. That is true.

Senator King. It isn't a self liquidating project at all.

Dr. Hansen, That is right, that is the point I make. It is in part,

because you do get some rents but they are not adequate to cover the
interest and amortization.
Mr. O'CoNNELL. The amount of contributions has a direct relation

to the amount of capital loans made by the United States Housing
Authority and I wasn't intending to indicate the whole transaction

124401—40—pt. 9 24
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was one that was self liquidating from the point of view of the Fed-
eral Government but merely attempting to indicate that my under-
standing was that the loss, if you want to call it that, to the Federal
Government, is one that is carried in the regular Budget.

Dr. Hansen. That is correct.

Senator King. My recollection is that the Government ultimately

will be required to pay between TOO million and a billion dollars, to

say nothing of the interest upon those several payments extending over

a long period of time.

Dr. Hansen. That, I may say. Senator, is exactly the procedure in

Sweden and also in England, where they have engaged in subsidized

low cost housing on a very large scale the last two decades. Indeed,

as I remember, the average number of family units built in that manner
have amounted to something around 50,000 a year over the last 2

decades. That is financed in precisely the manner, in general at any
rate, in which our United States Housing Authority is set up. In
fact, insofar as I know, it is, in general, the measure being used in all

western European countries in the very large low cost housing proj-

ects which they have engaged in.

Mr. Henderson. If the proposal which Dr. Berle made yesterday as

to interest rates and as to the use of credit for capital purposes and
public construction were employed in the United States Housing Ad-
ministration, the interest rate would probably be a very, very low one,

a nominal one, and in that case the Government's contribution each
year, which is, in fact, underwriting the interest payments, would not

be necessary, would it? I am not asking for qualitative opinion of

the Berle proposal, but doesn't this get pretty tangible in terms of the

Berle proposal ?

Dr. Hansen. I am not convinced, Mr. Henderson, that Mr. Berle'^

plan, which is extremely interesting and suggestive, is a very practical

one ; but I do think that we can do more than we have in the way oi

getting rates of interest down in areas where it is really important t(

have rates of interest down. I don't think we have adequately triec

out the method of stimulating recovery by adequately low rates oi

interest in the fields which are important, as, for instance, housing
I referred to that in my testimony a week ago.

Mr. Henderson. As I gather, what you are saying in your commeni
on that is, you are not sure that it would be possible to tap credit foi

use in capital construction to an extent where there would be onlj

a nominal rate, but that as compared with the rates that are bein^

employed, say, under the U. S. H. A. and other institutions of its kind
there could be a considerable reduction. Were there a reduction ii

interest rates, the Government's contribution would be less and ther<

would probably be a great deal of acceleration in capital formatioi

through that means.
Dr. Hansen. Yes; I think one job we definitely have to tackle ii

this country—and one that we should have tackled a long time ago—ii

the problem of getting rates of interest down in areas where they realb

count. I may say that in the Scandinavian countries for 100 years

through their governments, they have made available flinds at lov

rates of interest to farmers and to housing projects and the like.

Mr. Henderson. There is a wide spread between the rate at whicl

the Government borrows in this country and the rate of interes
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larged on the obligations of such institutions as the U. S. H. A.,

id the rate in these Scandinavian countries isn't there ?

Dr. Hansen. Yes ; the rate is abnormally high in our country even
)vr, after 10 years of chronic unemployment and a considerable

Qount of idle funds.

Mr. O'CoNNELL. There is quite a difference between the rate at

hich a local housing authority, for example, may obtain funds to

nstruct a public housing project and the rate at which a private

)rrower would be able to obtain money on a U. S. H. A. loan. The
. S. H. A. loan rate would be only a little over 3 percent at the

resent rate, because their rate of interest is not less than one-half

1 percent less than the going rate of Federal interest, and such
Ites have been at 3, 314, and not more than 4 percent, and I think
je F. H. A. rate is about 5^.
Dr. Hansen. I was referring a moment ago to strictly private

lancing, which I think is abnormally high. I do think we have
approach the low rate of interest in that area gradually because
takes time to develop sources of funds at lower rates of interest,

m can't suddenly introduce a low rate of interest quite out of line

th the customary rate, and I think that probably our policy has
en wise in approaching the whole problem of lower rates under the
ideral Housing Administration on an experimental basis, and
adually getting down to lower rates, but I think we have a major
oblem to lower the rates there still more.
That would develop private financing and housing as against the
lited States Housing Authority, which, of course, is publicly
anced housing.
Senator Ejng. Without desiring to take issue, because I think if

mderstand you correctly I am quite in accord with your view that
! should, so far as we can, consistent with proper business prac-
es, encourage a reduction in the rate of interest, I call your atten-
!n to the fact that your rate of interest def^ends largely upon the
Imand for capital. During the twenties and forties and fifties and
|:tieSj and on down until the great war, there was a great demand
|r capital, interest rates were high, in many States from 6 to 10
rcent. and during those high interest rate periods the great de-
jlopment of our country took place. Railroads were built, houses
re constructed and there was remarkable economic development in
parts of the United States.

Dr. Hansen. Not because the rate of interest was high. Senator,
t because there was in that period a great expansionist movement
lich made the rates high.
Senator King. As I say, it depends upon the demand for capital,
ion the economic movement.
Dr. Hansen. Not in the last decade. Senator. The rates have been
normally liigh in view of the demand for funds.
Senator King. I did not refer to the last decade. I referred to the
riod where there was perhaps the greatest development that our
mtry ever experienced.
Dr. Hansen. Again I say not because rates were high but because
prospective rate of profit on the investment was high.

Senator King. Have you taken into account in your conclusions, if
u have drawn any conclusions from your statements and investiga-
ns, the fact that we are quite different fi'om a little community like
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Sweden or Jike Denmark? Denmark has only 2 or 3 or 4 millions

of people, ri«>;]it on two little islands and a little peninsula, liomo-

geneons, nearly all farmers—dairying- business and farmers—so that

they are practically one family. Sweden is very much the same.
They are homogeneous, they don't have the polyglot population we
have, they don't have the problems we have, they don't have the great
range of territory from ocean to ocean that we have, with millions

of acres of land, so that it seems to me you ought to differentiate

those countries from this country. Moreover, we have a dual form
of government and there are obligations resting upon the States

that are not upon the National Government, and States may do and
might do and perhaps should do many things which they haven't done
and which the Federal Government, under proper interpretations

of the Constitution, does not have the authority to do. I wondered
if you had taken into account, in your recommending any policy for

us to pursue here, the fact that we have a dual form of government.
that we have a great empire of territory, diverse in conditions from
those in Denmark and Sweden.

Dr. Hansen. I am not recommending any policy except to study
this question. That is my only recommendation on this question

and I do fully take cognizance of what you have said about the

homogeneity and smallness of these countries. I think it makes a

very great difference, but I don't think that that excuses us from try-

ing to tackle our problems in as scientific and objective manner a?

possible, and I think we have very much to learn from these

countries.

Mr. Henderson. As I gather, independent of any recommendatiom
as to whether there shoidd be an expansion or a contraction in Fed
eral activities, the problem of pro])er accounting, scientific accounting
as between capital and operating, is still an important one, and thai

is the thing to which you are asking us to direct our attention.

Dr. Hansen. That is Correct.

Mr. Henderson. Rather than to any decision on expansion oi

contraction.

CAUTIONS ON USE OF A DOUBLE BUDGET

Dr. Hansen. But I am suggesting even with respect to that only [

careful inquiry into the subject. '

Double budget accounting requires that the operating budget mus
carry year to year losses or write offs sustained by governmenta
corporations or subsidiaries together with depreciation and interesi

charges for non self-liquidating capital projects accounted for in thi

capital or investment budget. This procedure has the merit tha'

it helps to insure a more adequate cost accounting than is likely t(

be the case when operating and capital expenditures are all lumpec
indiscriminately into a unitary general budget. Yet it is necessary

to point out that there is not necessarily any advantage in this

respect in the capital budget procedure. Under the unitary budget
accurate accounting for depreciation could equally be provided i:

one set about doing it. Similarly a unitary budget could alsc

provide for amortization charges. But as a matter of fact, amor
tization of debt incurred from capital outlays has not been the cus
tomary practice. Witness, for example, the loose procedure adoptee
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Q many of our States under which no provision was made for

epreciation of public liighways or for amortization of the debt

Qcurred. In the case of the unitary budget, governments have.

be sure, set up sinking funds. But this mechanism is onl}- :i

general scheme for debt retirement and is not suitable for the amor-

ization of debt incurred for specific projects or for the building up
f depreciation reserves for renewals or replacement.

The double budget method, if it means anything at all, specifically

lakes provision in the operating budget for depreciation or amor-
ization charges springing from capital outlays accounted for in the

apital or investment budget. This has the merit of setting forth

learly what is the true cost of the annual services derived from the

apital outlays. By forcing upon the operating budget the neces-

ity of finding tax revenues adequate to cover amortization and in-

erest charges it provides for a true balancing of the budget over

he life span of the capital project. Had the States set up capital

udgets for their public roads, there would probably have been im-

osed a more accurate budgetary control over depreciation. Yet I

rish to emphasize that there is no magic about the double budget.

t is all a question as to which mechanism, the unitaiy budget sys-

em or the double budget system, is likely to induce the most effective

ccounting control.

There is nothing about the capital budget device, as such, which
dll help automatically to determine whether or not a capital project

hould be financed from current taxes or from borrowing. '\Vliether

country has a unitary budget or a double budget it will have to

[ecide on grounds of general economic policy wdiich method of

nancing is, under any given situation, to be preferred. The capital

udget does, however, serve to emphasize that the budget is in fact

alanced, properly speaking, if the tax revenues in the operating

udget are adequate to cover the amortization and interest charges,

ogether with operating expenses. The double budget procedure

tresses the fact that the project is worth what it cost if the annual

enefits derived are at least equal to the depreciation and interest

harges in addition to expenses of operation. It stresses the fact

hat a capital project is not consumed in the year in which it is con-

tructed, that it is therefore not necessary from the standpoint of a

ealistic budget balancing concept to pay for it out of taxes at the

ime of construction unless indeed general economic policy, under the

onditions then prevailing, justifies such procedure. It stresses the

act that capital projects may under certain circumstances quite ap-

)ropriately be paid for year by year as its services are being con-

umed, through tax revenues adequate to cover the annual capital

harges. And on the other side, it stresses the fact that capital

utlays ought not to be incurred unless the legislature is walling

o raise sufficient new revenue to take care of amortization and
nterest charges. Unless such provision is made, one does not know
s^hether the capital outlays hold an appropriate relation to taxable

ncome and taxable capacity. The double budget procedure there-

ore serves to impose financial responsibility in the respect that every

apital outlay involves loading the operating budget with interest

<nd depreciation charges. At the same time it provides a more
ational basis upon which the responsible authorities may decide the

[uestion whether to finance the construction of a capital project from
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taxes or from borrowing, on the real merits of the case—that is to

say, on grounds of appropriate economic policy, taking into account
the effect of taxes versus borrowing on the prevailing economic
situation. In this connection it should be noted that borrowing
may be the appropriate policy in the event that powerful deflationary

forces are operating upon the economy. On the other hand, heavy
taxation is called for in the event that undue inflationary tendencies

are at work. The question of borrowing versus taxation must then
be decided, among other matters, on the basis of appropriate policy

with respect to the prevailing state of employment.
Let me suggest again in closing that I do not think we should

undertake any new budgetary plan in haste, without exhaustive prior

study and analysis.

Thank you.

Mr. Nehemkis. Mr. Chairman, in view of the fact that I desire to

call another witness this morning, I would like to forego examining
the witness, and make that time available to the committee for its

questioning.

The Chairman. Do any members of the committee desire to inter-

rogate Dr. Hansen?
The Chairman. Senator Mead, would you care to direct any ques-

tions to the witness ?

Senator Mead. Mr. Chairman, I am very much interested in the

testimony given by the professor this morning, and in connection
with his comparing our economy with the economies of other nations

that have gone into the business of self liquidating or wealth pro-
ducing projects on a larger scale than we have in this country.

The thought occurred to me that while we have not even scratched

that field of public ownership, that we might assist the economy of

the country by rehabilitating the railroads, we will say, through the

aid of the Government. Now, in some of the countries that you
mentioned, the rehabilitation of the railroads takes added impetus in

times of unemployment and at that time they also inaugurated large

public works programs in the general field of the utility operation,

but we are limited because the utilities of the country and the rail-

roads of the country and other enterprises of that character are not

within the authority of the Government. But we all know that the
railroads of the country are in need of improvement and equipment;
they need modernization ; they need new tracks ; they need new equip-

ment. What would you think, Professor, of the creation of a Govern-
ment corporation along the lines of the corporation you mentioned,
the Commodity Credit Corporation, for the restoration and rehabilita-

tion of the railroads. This corporation could lease equipment to rail-

roads; under certain conditions, it could sell equipment to railroads.

It would prove an adequate defense measure. It would result in

employment opportunities being provided, and it would prevent
recurring railroad wrecks that, in my judgment, may happen unless

their equipment is brought up to date.

Now, we don't own the roads, but what do you think about creating

an agency of that character to aid the roads and at the same time aid

the country?
Dr. Hansen. I referred to it, sir, in my testimony a week ago in

passing, as an illustration. I think it, again, is something that seems
to me to be sound. It, again, requires study because it has a great
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Qany angles connected with it, and in general I would be in agree-
nent with what you say, so far as I understand the problem. But
he whole railroad situation is a very complicated one, and it requires,

igain, study and inquiry to understand all of the various angles in

uch a project. But as far as I understand it, I should be in favor of
uch a proposal, and I referred to it in passing, as an illustration in

tiy testimony a week ago.

Senator Mead. Just another thought, and then I am through. For
he last several years I have been making somewhat of a study of the
apital needs of small business, as was mentioned by the distinguished
hairman of this committee when he recognized my entrance—which
appreciate. Over a period of 3 or 4 years I have learned, or heard

liscussed, the problem of virtually thousands of our businessmen, and
t occurs to me that due to the fact that the Congress will only be in

ession for about 6 weeks that we must do something before adjourn-
aent in order to adequately supply the needs of credit to small
nterprise.

The Chairman. Are you making a promise about that 6 weeks ?

Senator Mead. Well, I have in mind, as the professor mentioned,
'arying conditions and circumstances; 6 weeks from now it will be
[uite warm here; 6 weeks from now the reorganization plans will be
ully approved ; 6 weeks from now I am very much afraid there will

»e a great demand on the part of heads of families to seek cooler
limates. The war scare is over, so I make that as a prediction, that
ve will adjourn early in July.

The Chairman. Let the record show that Senator Mead qualifies

his morning as a prophet.
Senator Mead. And, professor, getting back to my question, the

[uestion of the credit needs of small enterprise is something that I
»elieve will aid the economy because as enterprise has grown large,

,s new methods and new schemes of financing have developed, the
character loans, the loans on inventories, the loans on orders, the
oans to the little fellow that made successful enterprise in the years
jone by, are outlawed today in many instances, under existing cir-

umstances. The holding company, the investment bank, the share
orporations, power of monopolies to finance themselves, and so on,
as absolutely stalemated the development of the little-business man
n his progress.

Therefore, I would like to have your suggestion with regard to the
enactment of legislation that would permit the freer flow of capital
o small enterprise.

Dr. Hansen. I think very probably, sir, that one of the difficulties

tf small business is access to credit for the reason that large corpora-
ions do have an access to credit on a freer basis than is usually pos-
dble for the small business firm. I think, however, it is important
hat there be joined to the other policies looking toward the freest
)ossible functioning of the price system so that these smaller busi-
lesses will not be fooled into simply borrowing money and then find
hat as a matter of fact other forces are at work which are going to
nake it impossible for them to succeed in a business way, and so I
hink this policy at any rate should be studied in conjunction with
he whole policy that is before this committee, having to do with
he whole system of free enterprise and competition.
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The Chairman. In other words, loans, whether guaranteed or not,

arOj in your opinion, insufficient unless there is also provided a system
whicli will free small business from other restrictive influences and
hampering influences which are operating in our economy?

Dr. Hansen. That is right, Senator. 1 think very frequently it is

a danger to extend credit too much. You may create a situation

which will be disastrous to small business if a, credit situation were
set up that was too liberal, in view of the genuine prospects of suc-

cess that confront small business in the country.

Mr. Henderson. Your answer has to do, undoubtedly, with the

liberality of credit, but would it not be true that one of the restrain-

ing influences on competition is the higher cost of credit?

Dr. Hansen. Yes.

Mr. Henderson. To the small business man, assuming that

Dr. Hansen (interposmg). That should be provided for.

Mr. Henderson (continuing). That you use proper standards of

loan grants and extension of credit, a small enterprise would be in a

much better positioii to engage in price competition with a larger

enterprise if it could reduce that very, very high cost?

Dr. Hansen. I think that is right.

Senator Mead. I recognize, Professor Hansen, that the inadequate
flow of credit is just one of the obstacles in the pathway of the little

business man?
Dr. Hansen. Yes.

Senator Mead. But I said a while ago we are only going to be here

for a short while, and don't you think it would be helpful to get rid

of that one obstacle now and as soon as possible eliminate the other

elements of oui- economy that will meet the progress of business?

Dr. Hansen. I think that is right provided the whole system h
set up in a manner which provides sound loans, sound in view of th(

real prospective prospects for new profitable investment in the area oi

the small business field.

The Chairman. Are there any other questions?

the federal debt

Mr. Henderson. I am very much interested, Dr. Hansen, in youi

classification of Government debt, of the nonrecurring order, that if

into dead weight, passive and active. You spoke of the $10,000,-

000,000 reduction in the war debt during the twenties. First of all

I gather that you would feel, from your later testimony, that prob-

ably exercised a proper influence in restraining the price level from
any inflationary tendencies it might have had during the twenties^

Dr. Hansen. It probably had some effect in that direction. I think

the question—I discussed that briefly, Mr. Henderson—whether oi

not debt retirement really acts as a restrainer depends mainly upon
the character of the taxes used. If the taxes are of such a charactei

that they bear mainly on the savings stream, then it becomes—the

retirement mechanism becomes a system by which you funnel out

funds from the savings stream and put them right back into the

savings stream, and the effect is neutral ; but if the taxes are in part

at any rate, bearing on consumption, then it has a restraining in-

fluence on the boom.
Otherwise, I think it does not have.
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Mr. Hendekson. How much of the dead-weight kind of debt of the
war was left \ Have you any idea ?

Dr. Hansen. In this country now?
Mr. Henderson. Yes.
Dr. Hansen. Well, we had, if I recall rightly, only $2,000,000,000

of debt before we entered the great World War, so that the public
debt reached a maximum, as I recall, of $26,000,000,000, did it not,

after the war, and we retired about 10 billion ; that would leave about
14 billion, subtracting the 2 billion we already had : about 14 billion

of our public debt, which is of dead-weight character, springing from
the World War.^

Mr. Henderson. Of the dead horse variety?
Dr. Hansen. Further termed dead weight.
The Chx\irman. We liad pretty good evidence of the fact that

Europe does not retire tlie dead-weight debt?
Mr. Henderson. Now, there is no doubt, is there, that in the in-

currence of debts since 1929 there wei-e some which would come under
the categories of passive and active?

. Dr. Hansen. That is correct.

Mr. Henderson. Have you any idea of how much? That is, have
you made any calculations?

Dr. Hansen. Well, certain calculations have been made, for ex-

ample, calculations were made on a tentative basis in an article that
appeared in Fortune, and calculations have been made
Mr. Henderson. AVliat were they? Do you have them there?
Dr. Hansen. I have some figures liere which I believe were, as I

i^call the figures—these are revisions of figures that were prepared
by the National Resources Committee of the Fortune figure. I think
there is inevitably a good wide margin of error in such estimates,

and I don't know how accurate these estimates are, but they are
substantially similar to the figures in the Fortune article.^ A
debt which represents what we may call active or passive debt in

the years from 1931 to 1933, inclusive, about 11.7 billions of dollars,

after deducting amortization on the new plant created and on the old

Government plant also, and that the debt which may be represented

as dead weight debt, going into direct relief, amounted to about 9.5

billions of dollars, so that it is roughly about 50-50 ; a little more than
half according to these estimates passive and active debt, and a little

less than half dead weight debt.

Again let me say I have not gone into these figures myself and I

think there must always be—it is a very difficult thing to really

determine what expenditures may really properly be put into Gov-
ernment plant, into durable projects.

Mr. Henderson. That classification is for the purpose of govern-
mental accounting. I would gather from your previous testimony,

however, that you would assume that this dead weight debt as it

passed into the stream in the way of purchasing power was not a

dead weight on recovery, was not a subtraction from recovery?

Dr. Hansen. It might very well have—and I think did have—

a

stimulating effect on recovery. That, I think, is quite a different

1 See also table and chart "War Against Germany, Receipt and Disposal of Federal
Funds, for the Total Fiscal Years 1917-21," which appear in the appendix, pp. 4150 and
4151.

2 "Taxation and Recovery; Fortune Roundtable." Fortune, vol. 19, pp. 67-68. May ]9.;9.
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matter from the question as to whether or not you got anything in

the way of durable improvements out of it which will render benefits

to you over a great many years to come.
Mr. Henderson. That would not appear in the Government's

account, but would appear in the national income ?

Dr. Hansen. That is correct.

Mr. Henderson. And, pretty generally, would you think those debts
which were incurred did add to the national income during that
period ?

Dr. Hansen. Yes ; I should think so. There again, precisely what
the effect is is an extremely difficult matter to determine.
Mr. Henderson. I am not asking what the multiplier might have

been on that
;
you ha^^^e made no attempt to gage as to what the

multiplier is?

Dr. Hansen. That is right.

Mr. Henderson. You would have at least a multiplier of one,

would you not?
Dr. Hansen. You would at least have a multiplier of one, unless

it could be shown—which I do not think is reasonable to suppose

—

that these expenditures actually had a deflationary effect on private

capital outlays.

Mr. Henderson. Could that happen in the kind of upward move-
ment we were having at that time ?

Dr. Hansen. I don't think so. There are people who do think

so. I myself don't think so.

Mr. Henderson. Have you any ideas, from such preliminary cal-

culations as you have made, as to what the total value of all the Gov-
ernment property is?

Dr. Hansen. No ; I haven't gone into that matter.

Mr. Henderson. Do you think there is any good estimate at

the present time?
Dr. Hansen. I have seen estimates but I am not prepared to say

how good or how bad they are.

Mr. Henderson. Isn't it true that practically no department of

Government, including the Post Office, has any idea of what their

capital assets are?

Dr. Hansen. I think that is true.

Mr. Nehemkis. Mr. Commissioner, I want to offer at a later time

a chart which, in part, is a preliminary experiment in answer to your
question as to what our plant is.^ I say preliminary ; it is an experi-

ment to endeavor to answer your question.

Mr. Henderson. I will consider that as a preliminary experiment
in answer to my question.

The Chairman. Why an experiment?
Mr. NEHEMias. Well, if we had a vast organization that could take

the time to study as Professor Hansen has urged, I think it would be

more scientific, but we have done a preliminary estimate only and we
would be happier if it were regarded in that light.

Mr. Henderson. Independent of these other questions, Dr. Hansen,
in Sweden, which you detailed briefly as having a considerable income
from state ownership of some of the public utilities and the like,

there is still a large area of private enterprise, is there not?

1 See "Exhibit No. 625, " appendix, p. 4090.
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Dr. Hansen. You mean in the public-utility area?
Mr. Henderson. Particularly in the industrial area.

Dr. Hansen. There is a large area even in the public-utility area.
Most of it is private.

Mr. Henderson. And they have been able to exist side by side ?

Dr. Hansen. Side by side. I remember distinctly hearing the
Crown Prince of Sweden when he was in this country a year ago
lecture on that subject, and he especially called attention to the fact
that the public utility enterprise and the private public-utility enter-
prise had got along very well together.
Mr. Henderson. And they have quite a large area of activity which

is under cooperative management, do they not?
Dr. Hansen. Yes. I think that has been popularly exaggerated in

America, but it is true that cooperative retail stores are very impor-
tant in iSweden, as they are in England, and that these cooperative
stores also own wholesale establishments and that they also own
factories, and it is particularly true that in areas where they feel

that monopolies are charging too high prices for products that they
will and have established factories to produce just those commodities,
and thereby break the monopoly price.

Mr. Henderson. I want to get you a bit off of that complete
objectivity which you assumed a little earlier about the necessity for
double bookkeeping. You are not just on an either/or basis on that,
are you? As a matter of fact you are in favor of it, aren't you?

Dr. Hansen. Yes ; I personally think that it would bo a wise pro-
cedure to develop a capital budget system, but I do think that it is

extremely important not to go off in too great a hurry on any such
project, and I think that my own judgment about it might be modi-
fied as a result of a more adequate study of the whole subject, but
for the present moment I should think that it would improve our
accounting practice.

The Chairman. Are there any other questions?
Dr. Hansen, we are very grateful to you.
Mr. Nehemkis. ]\Ir. Chairman, I have the pleasure of calling as

the next witness the Honorable Milo Perkins. Mr. Perkins, please.
Mr. Chairman, may it please the committee, Mr, Perkins is admin-

istratively responsible for the programs dealing with the purchase
and disposal of surplus agricultural commodities. It is in this con-
nection that he has been invited to appear before this committee.
The Chairman. Do you solemnly swear that the testimony which

you are about to give in this proceeding shall be the trutli, the whole
truth, and nothing but the truth, so help you God ?

Mr. Perkins. I do.

TESTIMONY OF HON. MILO PERKINS, PRESIDENT, FEDERAL
SURPLUS COMMODITIES CORPORATION, WASHINGTON, D. C.

Mr. Nehemkis. Will you state your name and address, sir ?

Mr. Perkins. My name is Milo Perkins. My address, Federal
Surplus Commodities Corporation.
Mr. Nehemkis. Would it be a correct statement, Mr. Perkins, that

you have spent most of your life in the field of business and only rela-

tively recently have entered the Government service? Prior to that
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time you had been associated with the Beniis Bios. Bag Co., of Texas,

and after that 3^011 were a partner in the King-Perkins Bag Co.. 01

Texas?
Mr, Perkins. Yes ; that is true.

Mr. Nehemkis. What is your present position with the Govern
ment ?

Mr. Perkins. I am president of the Federal Surphis Commodities
Corporation. I have worked for tlie Government for the last 4 years

Mr. Nehemkis. Before I put any questions to you, Mr. Perkins,

would you care to make a brief statement to the committee?
Mr. Perkins. Well. I could, if the committee liked, make a brief

statement with regard to the purchase of surplus commodities which
it is our responsibility to handle, and perhaps that statement can be

made in 5 or 6 minutes so that the committee might have an oppor
tunity in an over-all way to see the nature of the program which you
refer to, if that w^oulcl be acceptable.

The Chairman. That will be quite all right.

(Representative Reece assumed the Chair.)

work of federal st^rplits co.aimodity corporation in increasing
VOLUME OF consumption

Mr. Perkins. Tlie Federal Surplus Commodities Corporation is

engaged, among otlier things, in the purchase of surplus agricultural

commodities and their donation to States, the States in turn donating
the commodities to the people who are on relief. This fiscal year we
are going to spend about $65,000,000 for the purchase of surplus crops

;

these crops were bought primarily to help farm income. Wherever
a very bad surplus occui's and the price falls we buy those crops

with the purpose of improving farm income. The products so bought
are donated to the States and the States in turn make them available

to relief families, sometimes on a family basis, sometimes in school

lunches, and sometimes to institutions like orphan asylums. The vast

majority' of the commodities are given to families. This past year,

however, some 800,000 school children had their lunches supple-

mented with surplus foods which we gave to schools through the

States in low-income areas, and a small proportion of them were
given to institutions such as or])han asylums. In order to indicate

the magnitude of the problem which the States are facing, there are

now certified in the 48 States of the country some 3,700,000 families

comprising 13,000,000 people; (and that, by the way, is an all-time

peak,) who are eligible to receive surplus commodities as supple-

mental to their normal diets.

In the studies we have made of the amounts wdiich families getting

public assistance actually spend for food, we are rather amazed to

find how closely it runs to a dollar a week. Almost throughout the

country, although there are variations between the categories of

people getting public assistance and some variations in different

parts of the country, it is very interesting to observe how closely the

expenditures of families getting public assistance for food run to $1
a week. That means 15 cents a day or 5 cents a meal, ob^•iously, on 6

cents a meal people can't get enough to be healthy, and the farmers
can't find a broad enough market for the products which thev have to

sell.
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Our purchases of commodities are confined almost entirely to agri-

I'ultural products for which there is a so called elastic demand, prod-
icts like dairy products and fruits and vegetables, the consumption
)f Avhich goes up and and down with industrial pay rolls. In very
iood times the surpluses do not exist, people have jobs and have
enough money to buy the products. In very bad times the surpluses

3ack up on the farms; people who need dairy products and fruits and
vegetables are unable to buy them, and so to a partial extent our pro-
p'am of purchasing these commodities helps farm income on the one
land, and it helps the diets of city folks who have an inadequate
imount of money with which to buy these foods on the other hand.
That, very briefly, is a statement of the major part of our work

in the Federal Surplus Commodities Corporation, but I would like

to make the })oint in closing this preliminary statement that those of
us who are administrativel}^ responsible for it look at it as a stop-

gap program. Nobody in America wants to look forward to a long
pull of the Government having to buy surplus commodities on the
3ne hand, and give them to people who are hungry on the other, but
LUitil such time as the log jam in investment is broken and people
ire able to get jobs and buy the foods which they want and which
hey need, we are trying to administer as efficiently as we can this

orogram of buying surpluses, many of which would otherwise ^o to

\vaste, and making them available to people who are undernourished
md who need them and who, by eating the surplus, help to boost
farm income.
Mr, Nehemkis. Mr. Perkins, in the light of what you have said,

>vould it be possible to increase the consumption of cotton among
ow-income groups ?

Mr. Perkins. We ha^e recently completed a study on that, and it

s the first time that these figures have ever been available so far as

[ know anywhere, and I should be very glad to file a tabulation—

•

t is a preliminary tabulation—of those figures with the committee.
Mr. Nehemkis. I ask you to identify this document and read its

itle for me, if you will, please.

Mr. Perkins. The title of this table is Estinuited Expenditure for

Jotton Articles by Nonrelief Families.^ The study was made between
July of 1935 and June of 1936. It was made by a number of Govern-
nent agencies working in cooperation with each other, and covered
5ome 300,000 families. The tabulation indicates by income groups
he amounts of money spent by families for cotton goods at the
iifferent income levels and the figures are, I think, extraordinarily

nteresting.

For example, nonrelief families getting less than $500 a year spent
ipproximately one-eighth as much for cotton goods as families get-

ing over $5,000 a year, and we worked yesterday morning in an effort

:o spell this thing out in terms of bales of cotton and money for the
cotton itself were consumption of cotton goods brought up to some-
hing like a reasonable level, and we came to these conclusions: If
•verybody in the United States making less than the folks who get
horn 2 to 3 thousand dollars a year spent as much money on cotton
joods as the folks who get an average of about 23 or 24 hundred
iollars a year, it would add $500,000,000 a year to the income of

1 See 'Exhibit No. 021.'' appendix, p. 4079.
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the cotton South. It would mean, in bales of cotton, approximately
2,000,000 bales.

The encouraging part of it is that there is a very real latent market
here at home for cotton goods which are not now being bought because

people do not have the money to buy them. The cost of manufac-
ture, however, is great, and while the bringing of these people up to

that level would add $500,000,000 a year to the South, it would be a
costly sort of thing, but it indicates the opportunities which exist

within our own country for increased industrial activity and in^

creased farm income were it possible for people who can't now buy
cotton goods to buy a modest amount, the amount that a family mat
ing, say, $195 a month would be able to buy if they had that sort of

income.
I think it might interest the committee to know that when very

poor people buy cotton goods, their first purchases are in the so-called

heavier kind of cotton goods—mattresses, sheets, towels, pillowcases,

comforters, and things of that sort—which take a relatively greater

amount of cotton and require a relatively less amount for manu
facturing cost. If these purchases were made among those items,

approximately 20 cents of every consumer's dollar spent would go to

the cotton farmer. Approximately 50 cents of every consumer's dol

lar spent would go to the manufacturer, most of which would go to

employing labor in our cotton mills, and approximately 30 cents

would cover the cost of transportation from the mill to the stores

and the subsequent cost of merchandising the goods.
Mr. Nehemkis. Mr. Perkins, will you return the document whicli

you identified?

Mr. Chairman, may I offer in evidence the document just identified 1

Acting Chairman Reece. It may be admitted.
(The tabulation referred to was marked "Exhibit No. 621" and is

included in the appendix on p. 4079.)

THE FOOD STAMP PLAN

Mr. Nehemkis. Mr. Perkins, are you not experimenting with th(

distribution of surplus commodities through the issuance of food-

order stamps ?

Mr. Perkins. Yes; we are experimentally issuing food or stamps
in a few selected cities as an alternative way of disposing of surplus

commodities. I describe briefly the method by which we speni

$65,000,000 this year for the direct purchase of the commodities our-

selves. Those commodities are turned over to the States, as I indi-

cated, and they distribute them to the relief families outside the nor-

mal channels of trade, largely through food depots. We felt that

we might be able to get a greater net increase in consumption of the

farmers' products if we utilized the normal channels of trade, and
the purpose of the experiment is to discover whether or not in prac-

tice that actually takes place.

Briefly, what we are doing in Rochester is this : Instead of giving

to the people the physical commodities, we give to them stamps, 25-

cent stamps, which are good for a list of surplus commodities at any
grocery store. The people shop with the stamps as they would shop
with money; the grocers take the stamps and paste them on cards;

each card holding 20. That is, for all practical purposes, the equiva-
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ilent of a 5-dollar bill, and those cards are redeemed through the banks
and we in turn reimburse the person who turned them in.

Now" from a standpoint of farm income we are hopeful—and thus
far the experiment at Rochester would rather make us think this

might turn out to be true—that by means of distributing surplus com-
modities in this fashion we can get a greater consumption of surplus
commodities for a Government dollar spent than is possible outside
:he normal channels of trade. The grocers in Rochester have reduced
theiv margins on surplus commodities they hope to make a greater
let profit because of the increased volume than they made before, and
they are very definitely trying to sell the farmers of America on the
idea that the grocers of America are salesmen for their products and
:hat they are willing to push the surplus products of farmers to the
md that the farmers may have more income and therefore may be able

;o buy those things in the cities which make for greater, prosperity
n the cities.

Therefore, all of the housewives in a city like Rochester are very
nuch aware of the fact that there are bargains to be had in surplus
ommodities and through display advertising and in some cases new
X'ays of packaging, we think it is quite likely that there will be
urplus commodities bought in a town like Rochester quite in excess

)f the amount bought by people who use the food stamps for the pur-
chase of those commodities.
To be a little more explicit : If in a given town $100,000 is normally

pent a month for a given list of surplus commodities and if we issued

n that town $20,000 worth of stamps good for the purchase of them,
•ather than giving them away, as we have in the past, and if the
lousewives and families who are not getting public assistance bought
nother $20,000 worth of the surplus commodities, then we would have
. situation in which for every Government dollar spent we would
^et another dollar's worth of surplus removed, and we feel that the
grocers of America are in a unique position to render that service.

Obviously the farmers cannot do it for themselves and it is equally
ibvious Government cannot urge housewives to buy one farm prod-
ict rather than another, simply because it happens to be in surplus,
nd yet in terms of a balanced economy, it is desirable that that sort
i thing be done; by utilizing the private channels of trade, we are
lopeful that perhaps we may, through this food-stamp method, not
•nly be able to help soak up the surpluses on the farms, but to do it

s^'ith less ultimate cost to the taxpayer than is possible under a pro-
gram of direct purchase and distribution.

We won't know until we have tried this thing in a few cities, and
lave had a few months to look at it, whether or not these results
v^ill actually be achieved or not, but the thing has been accepted with
nthusiasm, and all the folks locally who are interested in it are
[uite hopeful as to what may ultimately come to pass.

Mr. Nehemkis. Mr. Perkins, I show you two documents. Will you
dentify them by title, please?
Mr. Perkins. One of these documents is entitled "Facts About the

food Stamp Plan to be Tried out in Rochester Upon An Experi-
nental Basis." The other is a series of questions and answers on the
'ood stamp plan as it is being tried in Rochester and indicates how it

vill work in Rochester.
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Mr. Nehemkis. Mr. Chairman, I offer in evidence the two docu-

ments just identified by the witness.

Acting Chairman Reece. They may be admitted.

(The documents referred to were marked "Exhibits Nos. 622 and
623" and are inchided in the appendix on pp. 4081 and 4083.)

VOLUME OF OPPORTUNITIES CURRENTLY AVAILABLE FOR PRIAATE CAPITAL
INVESTMENT

Mr. Nehemkis. I would imagine that a person in your position

has considerable opportunity to discover the capacity of various kinds

of plants in this country. You must run into bag manufacturers
and other kinds of manufacturers. As you know, we have been ex-,

ploring for the past 2 weeks with this committee the problem of

idle money, and idle machines and idle men ; how we can open up
investment outlets. Is it your judgment that there are opportunities

for additional plant expansion in this country; or is it your opinion

that we have too many plants now for the kind of commodities that

you are familiar with?
Mr. Perkins. Well, I think, sir, the answer to that question would

perhaps be both "Yes" and "No," and I think it is quite important
that the country become aware of the field within wliich the answer
is perhaps "Yes," and the field within which the answer is "No." In
my own limited experience I have come to both conclusions. I do
think that the number one job ahead of us as American citizens is to

break this log jam in investment, even if it means an expansion of

Federal investment as a partial attack upon the problem so as to

offer the people who want to work in this country an opportunity to

work.
On the other hand I think there is a great deal of w^ishful thinking

about the extent to M'hich capital investment' can be expanded. I

have kept a little informal document in my office, which I have been

keeping for the 3 or 4 years I have been in Government, and it is

based upon a question which I have asked various groups of manu-
facturers wdio come to our offices in the course of the month.

I find that most businessmen are very intimately aware of the lack

of opportunity for capital investment in their own particular lines

of industry, but they do a great deal of wishful thinking about the

large number of jobs which could be created in the other fellow's

back yard. For instance, only recently a group of flour millers, all

of whom were former friends of mine, were here on a matter of

Government business, and in the course of talking about confidence

and its restoration, and the desirability of having investment 20
forward once more so that people could get jobs as they did in the

earlier history of our country, I asked these fellows rather jokingly

how many flour mills they would like to build in order to help soak

up the unemployed, and they told me. of course, flour-milling was a

wholly special industry ; that I knew there were twice as many flour

mills in the country as we needed, even if we had a $100,000,000,000

national income, but they were quite certain there might be other

opportunities. So I simply added another goose egg to the long list

of people to whom I have been talking.

I haven't found any group of manufacturers in the country who
recommend the building of additional plants with the national income

ii
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vhere it now is; who recommend the building of additional plants

n that line of business with which they are intimately familiar,

rhe hosiery manufacturers, for example, don't want any more hosiery

nills built because with production where it is now, and with con-

aimer purchasing power where it is now, they have overproduction

n terms of what they are able to sell, and so it goes with cotton tex-

tile mills and cottonseed oil mills, with bag factories, and on down

he line. I don't tliink that means that the picture is wholly dis-

couraging, but I think it would be a very fine thing if the ditterent

rroups of businessmen through their trade organizations would mdi-

'ate to Government, in an effort to help us, how many new cotton-

seed oil mills or how many new flour mills, or how many bag ±ac-

ories, or how many textile mills they could build, if everything which

s destroying confidence in their judgment were wiped off the statute

Dooks. ^ ... ,1 ,

My feeling is that while there are still some opportunities, the rate

Df expansion in terms of building plants is definitely slowing down,

md I think as a people, with Government and business working to-

gether, we have got to find ways of increasing investment so that we

'an offer these people who are out of jobs an opportunity to work.

I would like to add to that that it seems to me that we might very

well set a national goal for ourselves. I do not know what it would

be. But I feel that if we set out it might take 5 or 10 years to reach

^his goal, but if we set out with this sort of objective, that we will

not have over 2,000,000 people in the country who want to work, who

want the chance to be useful, young people who want the chance to

tret married and have families and live decent lives, that we are not

Soing to have over 2,000,000 such people in the country who cannot

have that opportunity; if we had that singleness of purpose as a

people, then my feeling is that we would begin to discover ways and

means of reaching that end and perhaps under an investment bud-

get there are certain Government enterprises which might otter

employment. . ^ i •

I think there is an opportunity through loans to business to bring

about quite a bit of employment. The question was asked this morn^

ino- as to whether or not in the case of the railroads a great deal ot

thSt could not be done. I, of course, have only the most superficial

knowledge in that particular field, but the railroads do need rehabili-

tating; we do need new rolling stock, and if as a people we were de-

termined to offer the chance to work to people who want to work, then

T think we would find ways and means of moving toward that single

objective to which all of us were looking.

Mr. Nehemkis. I take it, then, Mr. Perkins, that your own experi-

ence would corroborate the testimony which has already been given

to this committee, namely, that by and large industry and business m
this country is engaged in a program of plant replacement as dis-

tinguished "from plant expansion?

Mr. Perkins. By and large, my limited experience would indicate

that. Several businessmen to whom I have spoken have had diffi-

culty getting credit for machinery replacement, modernization; but

I don't think there is a tremendous need, certainly with the national

income where it is now, except in isolated cases, for the building of

new plants. To get back to the singleness of purpose which I wish

our whole people had, I think we could cause a considerable amount

124491—iO—pt. 9 25
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of employment by loans to business for plant modernization, and|
here and there for plant expansion where new processes and new
industries made that possible.

IMPORTANCE OF STIMUIiATING CONSUMPTION BY INCREASING THE VOLUME
OF PRODUCTION

Mr. Nehemkis. I take it, Mr. Perkins, that the program which
you have just outlined to the committee is one effort by which Gov-
ernment is meeting the pressing problem of idle men, idle machines,

and idle money.
Mr. Perkins. Yes; in a relatively limited w^ay we are endeavoring

to take foods, many of which would otherwise not move to market,

to buy them at prices which give the farmers some income, and to

move them, which of course gives some employment on the railroads,

to move them to the people whose inadequate diets are such that

frankly their health is jeopardized if they don't get them. I don't

believe unless any of us tried living on 5 cents a meal we would have
any notion of what the millions of people in this country who have to

live on 5 cents a meal are really up against, and so we are making
an effort to make this abundance which we have learned how to pro-

duce available in a limited field to people whose lack of opportunity
to purchase is such that in many cases the health of youngsters is

actually being jeopardized.

Mr. Nehemkis. I have no further questions, Mr. Chairman.
Mr. O'CoNNELL. You spoke about the 3,700,000 families, I think,

that are eligible for the surplus commodities that you buy and make
available to them. Are they, generally speaking, who make up that

class, the employables or the unemployables or both?
Mr. Perkins. Those folks are largely employable people certified by

the State department of public welfare, who would like to get jobs on
W. P. A. but who are unable to because the quota is full. In many
States the only method which the States have of caring for such
people is to offer them surplus commodities which they receive from
us as a sort of stop gap measure, hoping that something will turn up.

Mr. O'Connell. And in States wherei they do have some measure
of home relief, I take it, surplus commodities supplement that home
relief.

Mr. Perkins. Yes; in States where home relief is more adequate
than it is in many others then the amount of surplus commodities
tends to be a little less. There are States, however, whose almost
exclusive form of home relief is the donation of surplus commodities
to these families. Some W. P. A, families, particularly the larger

ones are certified by the various States as eligible to receive surplus
commodities also.

Mr. O'Connell. A man might be working for W. P. A. and if

the circumstances were as you indicate, he would be eligible for
surplus commodities.
Mr. Perkins. The State departments of public welfare have various

rules for that, but there is quite a bit of flexibility in. rules. If
illness comes to a family or the family is unusually large, then they
will certify such a family even though the head of the family is

working on W. P. A. as eligible to receive surplus commodities.
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Mr. O'CoNNELL. Then all who are eligible, whether on W. P. A.

or not, receive the surplus commodities as a donation to their diet, so

to speak. They don't pay for it?

Mr. Perkins. No; they do not pay for it, and I like to spell these

things out in terms that make sense to my own simple mind. I spoke

of $65,000,000 having been used to take care of several million peo-

ple. When you spell that down to what it means in sitting down to

one meal, it means that instead of having 5 cents a meal you have 6
3ents a meal : under the stamp plan where we are adding 50 percent

to the amount of orange stamps purchased, we are increasing the

amount per meal from 5 cents to 7^^ cents.

Studies made by the Public Health Service and the Bureau of

Home Economics indicate that with retail prices where they are at

(.he moment, a person can't maintain health on less than 71/2 cents a

meal, so in cormection with the stamp plan we are making available

a slightly larger amount of surplus commodities than is now the case

through our current method of distribution.

Mr. O'CoNNELL. In Rochester may nonrelief people buy stamps
which are redeemable in surplus commodities?
Mr. Perkins. No one can buy the stamps who is not certified as

eligible for public assistance under our law.

Mr, O'CoNNELL. But if they are certified for public assistance,

they don't buy stamps, do they?

Mr. Perkins. Yes; I didn't want to get into the mechanics of it,

Dut I will be glad to answer the question ; relief people are now spend-

ing about $1 a week for food. We are offering these families in

Rochester a voluntary opportunity to buy a dollar's worth of stamps
a week per person, and if they take advantage of that opportunity,

which leaves them where they were before and assures us that they

will spend as much for food as they did before, then we add 50 cents

in blue stamps to that dollar, and so the people are taking the money
they get from their W. P. A. jobs or from home relief and buying
that amount of orange stamps good for any food in any grocery,

store in the amount of $1 a week per person, and when they do that

we add 50 cents a week in stamps which are good only for surplus

foods.

Mr. O'CoNNELL. From the point of view of the retailer in Rochester,

does that mean two prices for the particular commodities listed as

surplus commodities?
Mr. Perkins. I am very glad you asked the question because it

very definitely does not.

Mr. O'CoNNELL. I have heard it said that it did. That is the

reason I asked.

Mr. Perkins. I may have confused the committee by indicating

that the grocers in Rochester have reduced their prices on surplus

commodities, but that is a fact and it applies to anybody in Rochester,

whether he be a millionaire or not, who wants to buy the commodities
which are listed; the heart of the stamp plan is this, that given
an extra volume of business the grocers can afford to make a little

less unit profit and still make a greater net profit, but whatever price

they put on any surplus commodity is the price that is available to

every housewife in the city of Rochester, and so to the extent that the

stamp plan makes it possible to reduce sales prices slightly, we are
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hopeful that there will be a net increase in consumption on the part

of housewives who don't have to use stamps.
Mr. O'CoNNELL. I think my interest in the details of this is prob-

ably greater than the membership on the committee would warrant,

but I was interested in the mechanics of the plan. As far as your
purchasing of the surplus commodities from the farmers, is the price

that you pay the market price?

Mr. Perkins. The price that we pay in purchasing commodities

out of this 65 million from farmers is not always the market price.

Occasionally we buy it a little bit above the market price because

of the fact that the law under which we operate is one which directs

us to try to reach a certain parity level of farm income. Recently.

for example, we started to buy cabbage which had fallen from $50

a ton to $5 a ton, and we began our purchases at $8 a ton and imme-
diately all other produce houses began paying 8 too.

Acting Chairman Reece. Any other questions?

Mr. Myers. I should like to bring the attention of the committee
again to what I believe to be the essence of this problem of trying to

get capital to come into industry. Sometime ago there was a hear-

ing before this committee on the glass container industry.^ Evidence
was developed whereby many investors weren't permitted to invest

money in new plant equipment. There were obstacles in the way of

investing their money in new plant equipment or expanding plant

equipment and a fundamental obstacle which hasn't been developed
during the course of the present hearings was the patent holding
companies, companies which hold patents on machinery, and unless

capital can get the permission of these companies to expand industry,

capital simply can't get in and produce new products.

Mr. Nehemkis. I assumed, Ernest, that your department had de-

veloped that, but if the committee would like us to introduce further

testimony on that point and will authorize us, we will be delighted.

Mr. Meyers. I merely wanted to reaffirm the position taken in the

previous hearings.

Acting Chairman Reece. If that is all, we thank you very kindly,

Mr. Perkins.
Mr. Nehemkis. Mr. Chairman, can we have a few minutes for a

motion calendar so to speak? I have a number of things to intro-

duce and that sort of thing. First, may I respectfully ask the com-
mittee that we adjourn for the afternoon. As the committee knows,
beginning tomorrow afternoon and Friday the phase of our hearings

will turn to small business men and their capital and credit needs.

There are now in my office about 30 small business men whom I have
to see in the course of the afternoon, and I should be very grateful

to the committee if I might have that time.

Acting Chairman Reece. Wlien the committee recesses, it will

stand in recess until 10 : 30 in the morning and then whom do you
expect to call in the morning?
Mr. Nehemkis. I would rather not announce a list at this moment

because it will have to be made up this afternoon.

Acting Chairman Reece. Very well.

Mr. Nehemkis. I had hoped that Dr. Will Alexander, Adminis-
trator of the Farm Security Administration, would be with us this

1 See Hearings, Part II.



CONCENTRATION OF ECONOMIC POWER 3869

morning, but very graciously in the interest of economy he has
waived his appearance, and I should like leave of the committee to

file his testimony, the statement on which his testimony was to have
been based.

Mr. Henderson. In the interest of economy of time ?

Mr. Nehemkis. That is correct, sir.

Acting Chairman Reece. The committee will be glad to receive

the statement and address of Dr. Alexander that we didn't have the
opportunity of hearing personally.

(The statement referred to was marked "Exhibit No. 624" and
is included in the appendix on p. 4086.)

Mr. Nehemkis. Also a chart dealing with the Receipts and Ex-
penditures of the Federal Government during the period 1931-38.

It was to this preliminary effort on our part to give some approxi-
mation of what the Government's next plan is, what its amortization
for that plan that I referred to, is. I therefore offer this chart,

together with the supporting table therefor.

(The chart and table referred to were marked "Exhibit No. 625"

and are included in the appendix on p. 4090.)

Mr. Nehemkis. I should like to offer a chart entitled "Holders of
the Mortgages on American Homes."
Acting Chairman Reece. These may all be admitted.
(The chart referred to was marked "Exhibit No. 626" and is

included in the appendix on p. 4094.)

Mr. Nehemkis. The next is Holders of the Farm Mortgage Debt,
and the last one Owners of the Federal Debt, together with these
supporting tables therefor.

(The charts and tables referred to were marked "Exhibits Nos. 627
and 628" and are included in the appendix on pp. 4095 and 4097.)
Acting Chairman Reece. The committee will stand in recess until

10 : 30 tomorrow morning.
(Whereupon, at 12:50 p. m., a recess was taken until Thursday,

May 25, 1939, at 10 : 30 a. m.)
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THURSDAY, MAY 25, 1939

United States Senate,
Temporary National Economic Committee,

Washington^ JD. G,

The committee met at 10 : 50 a. m., pursuant to adjournment on
Wednesday, May 24, 1939, in the Caucus Room, Senate Office Build-

ing, Senator Joseph C. O'Mahoney presiding.

Present: Senators O'Mahoney (chairman) and King; Representa-

tive Reece; Messrs. Henderson, O'Connell, and Brackett.

Present also: Senator Claude Pepper, of Florida; Representatives

Robert G. Allen, of Pennsylvania, and Jerry Voorhis, of California;

Amos E. Taylor, Department of Commerce; Ernest S. Meyers, De-
partment of Justice ; Peter R. Nehemkis, Jr., special counsel, Invest-

ment Banking Section, S. E. C, and Joseph R. Kelly, associate coun-

sel, Investment Banking Section, S. E. C.

The Chairman. The committee will please come to order. Mr.
Nehemkis, are you ready to proceed ?

Mr. Nehemkis. I am, sir. Commissioner Henderson wishes to make
a brief statement.

The Chairman. We have with us this morning Congressman Allen

of Pennsylvania. Would you be good enough to come to the table.

Congressman Allen? He is the author of one of the pending bills

before Congress to provide for loans to the small industry. Some of

the other sponsors of legislation are likely to appear during the

morning. Mr. Henderson.
Mr. Henderson. This segment of the presentation by the S. E. C.

has to do with the problem of the financing of the small enterprise.

It was the thought that there ought to be brought together in one

place the evidence, the opinions, and proposals having to do with this

rising problem as it has manifested itself in the need of small-business

men, and so the S. E. C. has undertaken to tap a number of informed
sources as a basis for this presentation.

To mention just a few, the U. S. Junior Chamber of Commerce,
Senator Mead, Representative Allen, and other Members of Congress
who have addressed themselves to this problem have been in touch
with what we are doing and our people have been in touch with
them. Literally hundreds of small-business men have been inter-

viewed by the S. E. C. staff and many, many more have communi-
cated with the Committee and with the S. E. C. on this matter.

As the problem is presented in this segment of the study, it neces-

sarily represents a selection on our part of certain typical cases. In
fact, the presentation, I believe, is almost entirely by the case method.
In nowise do we undertake to indicate that we have made a statistical

canvass, nor by reason of the demand for economy of time, have we
3871
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any thought that in these short hours we can present all the aspects

of the problem that have come to our attention. That will need to
wait. In fact, one of the things I should like to emphasize is the
high probability that a considerable amount of attention will be
given the committee and its various agencies to this problem in the
future. ^
Are you ready with your first witness ?

"
Mr. Nehemkis. I should like to just say, Mr. Chairman and gentle-

men of the committee, if I may, that for the past clays you have been
listening with us to the story of the over-all functioning of our econ-
omy. We have examined with you the formation of the national
income, the flow of savings into investment, the reasons for the stop-

page in that flow.

You have looked with us at many charts and many tables of
figures. We have heard various recommendations from the Assist-

ant Secretary of State, Mr. Berle; Dr. Hansen, of Harvard Univer-
sity; and Mr. White, the superintendent of banks of the State of
New York, for improvements in the financial structure. But back
of money and savings and financial devices are human beings. As
Mr. Berle well said, the only justification of the financial system is

that it moves the goods and serves the citizens of the community.^
This morning we turn away from over-all charts and tables to a

consideration of the problems of the small-business man, as Commis-
sioner Henderson has already indicated. Wliat is the financial sys-

tem, as now organized, doing to him? Is it serving him adequately?
How can he be better served? If he were better served, could these
blocked-up savings which we have been discussing find wider outlet

through his initiative and enterprise?

I have the pleasure, Mr. Chairman, to call as our first witness this

morning Mr. Arthur Whiteside, president of Dun & Bradstreet. Mr.
Whiteside, please.

The Chairman. Do you solemnly swear that the testimony you
are about to give in this proceeding shall be the truth, the whole
truth, and nothing but the truth, so help you God ?

Mr. Whiteside. I do.

TESTIMONY OF ARTHUR WHITESIDE, PRESIDENT OF DUN &
BRADSTREET, NEW YORK, N. Y.

Mr. Nehemkis. Will you state your name, sir, and your address?
Mr. Whiteside. Arthur D. Whiteside, 290 Broadway, New York

City.

Mr. Nehemkis. You are president, are you not, of Dun & Brad-
street ?

Mr. Whiteside. I am.
Mr. Nehemkis. Mr. Whiteside, I should be very happy if this

morning you would discuss the problem of the small-business man,
what he is, who he is, or how he is in our economy. Tell the com-
mittee, if you will, something about the niunbers of small-business

men who each year find their way into the fabric of our economy
and those who are forced to leave it, and some of the reasons why
the small business man is pushed out of the economy, in your own
way, if you will, sir, and in your own words. Will you proceed?

1 Supra, p. 3813.
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VITAL STATISTICS CONCERNING THE BUSINESS POPIJL.ATION

Mr. Whiteside. I think probably I should state first what I con-

sider the small business man, which is contrary in many respects to

the definitions I have heard here and in business in general. I always
think of a small concern as one that has ten to twenty-five thousand or

less. I mean, those are literally, in credit parlance, small concerns.

Other concerns are moderate or large.

I think if I give very briefly a few of the figures that are basic to

the situation, we can all think probably along the same lines.

There are 1,680,000 concerns worth less than $100,000. Now, when
I use the word "worth," it is rather a broad statement, and we gener-

ally think of it as net worth.
The Chairman. You said 1,680,000?

Mr. Whiteside. Yes, sir.

There are 280,000 concerns with investments between ten and one
hundred thousand dollars. There are 90,000 concerns between $100,-

000 and $500,000, and there are 50,000 concerns with an investment in

•excess of $500,000. These are known as the commercial concerns of
the United States and do not include banks and insurance companies,
or service concerns not seeking credit.

Another way of putting that that may stick easier in our thinking
is to say that 30 percent of all commercial units have an investment
of $500 or less ; 48 percent have between $500 and $10,000 ; 21 percent
have in excess of $10,000, and that probably will be the group that I

will speak about more definitely than any other.

Those with more than $75,000 constitute 6% percent of the num-
ber ; with more than $500,000, 2.5 percent.

These figures will only take a few minutes. I am not going to bore
you with many, but they seem to be the high spots essential for the
groundwork of any discussion of the subject.

The Chairman. I think they are very interesting. They are not
boring at all.

Mr. Whiteside. There has been much publicity given to the ins and
outs of business and to the changes that occur in the commercial life

of the country as far as the individual unit is concerned. There are

200,000 little changes which constitute those of name, method of opera-
tion, type of business, and general set-up, and liquidations and failures,

every 60 days. That seems like a very large number, but the changes
are incidental and have little bearing on the actual business of the
country, unless it is broken down more definitely.

For instance, there were in 1934 12,091 failures. In 1935 there
were 12,244 failures; in 1936 there were 9,607 failures; and in 1937,

9,490 failures. Now we can see the picture right here when I say
in 1938 there were 12,836 failures. It is quite natural that the num-
ber of failures would increase as the total volume of business trans-

acted throughout the country contracts and that they should increase

in number under those conditions and expand in number when the

reverse occurs and business is larger in volume.
The most impressive fact, and one that we can leave with you first,

is that 30 concerns which are in business liquidate voluntarily, and
as far as is known, pay their debts, to one concern which fails, and of
all the concerns that fail, not more than 10 percent perpetrate swindles
in the legal sense of the word. In other words, it is a reasonably
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honest country. I don't believe the record is exceeded in any other
country.

With, the last group of figures which has to do with the length of

life in business, I have taken a cross-section of several thousand con-

cerns and reduced it to the unit of 1,000 concerns, which can be multi-

plied in any way you might care to do it.

Seven hundred and fifty out of the 1,000 concerns were 2 years
old, 580 were 5 years old, 500 had been doing business for 7 years,

370 had been at it for 10 years, 250 for 15 years, 100 for 25 years,

while 5 were crossing the half-century mark.
The Chairman, What was that last statement?
Mr. Whiteside. Five are left at the end of 50 years.

May I make just a general comment regarding what I have said?

The Chairman. It would be very interesting.

Mr. Whiteside. Personally, I have been particularly interested in
small business, and I mean literally small business, because my father
started in business when he was a salesman and saved probably ten
or twelve thousand dollars. He went in the manufacturing business,

manufacturing jewelry, in fact. In those days $12,000 served a
broader purpose in business than it will at the present time. When
I started in business I started in the same way, and I borrowed 10
of that 12 from my father, and that is the way I got started.

The Chairman. May I ask upon what information, what material,

and over what period of years' experience was this table that you
have just presented to us, based ?

Mr. Whiteside. That is rather general to any term of years.

The Chairman. This is a conclusion which you have drawn from
certain facts, and I would like to get that background of fact.

Mr. WniTEsmE. We have taken concerns that are now in business
and referred back that way, you see, to get how long each one has
been in business on one side, then we have taken the reports on con-
cerns that have liquidated to get it from the other side.

The Chairman. Is this a conclusion drawn from the factual ma-
terial compiled by Dun & Bradstreet over the years of its operations ?

Mr. Whiteside. No; it is not. It is a conclusion which we have
drawn from taking data from the files within the last 6 months to
obtain it, on this particular cross section. We have other figures that
are more general than that. These are more specific and probably
subject to more intelligent analysis than the others have been.
The Chairman. Well, I am trying to find out what sort of a

sample you used to get this table.

Mr. Whiteside. We used the information on 6,026 concerns, to be
exact.

The Chairman. Six thousand and twenty-six concerns?
Mr. Whiteside. Both in town—we used 3,000—approximately 3,000

in the larger cities, and 3,000 in the rural districts or smaller towns.
The Chairman. In other words, you took the life history of these

6,026 firms whose records were in your files ?

Mr. Whiteside. Yes; and I feel that it is reasonably accurate, or
I wouldn't use it, because I put a man in charge of it that I knew
knew what he was after and knew how to find it, and he is extremely
careful. I can substantiate that with any details of the figures if

you care to have them.
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The Chairman. I wonder if you could tell us how the record of

failures in recent years compares with the record of failures in the

early years?
Mr. Whiteside. Well, the record of failures runs in a percentage to

the number of concerns in business, without very much change ; never

exceeding 2 percent, and usually considerably lower—as you can see

from these figures. I believe the highest mortality rate was in 1932,

of all times ; we had a record of it ; I wouldn't say that was absolutely

accurate because the records in 1893, for instance, were not as com-
prehensive—the coverage of the companies was not as broad.

Mr. Henderson. You remember, Mr. Whiteside, that extensive

study we made at N. R. A., when you made your records available

to us, showed that 1932 was, as far as recorded experience went,

the worst year we had ever had ?

Mr. Whiteside. I believe it was from unit and dollar standpoint,

both. I have not the units here because that throws that out. It is

rather difficult to obtain those accurately, and we do make estimates,

as you know.
Mr. Henderson. As I recall, 1937 was the best year since the early

1920's?

Mr. Whiteside. The best year was 1937. Now there is one other

point I did want to make.
The Chairman. May I ask before you go to that? With respect

to this particular set up, what portion of terminations has been
due to voluntary withdrawal and what proportion to failure?

Mr. Whiteside. This ratio, Senator, would normally be between
20 or 30 to 1. The ratio of failures to total number of concerns in

business would be less than 2 percent—under some circumstances
even less than 1 percent. I mean it is almost infinitesimal from the

number standpoint.

The Chairman. Then most terminations are due to the voluntary
action of those in charge of a business ?

Mr. Whiteside. Unquestionably, sir. Most terminations in busi-

ness are due to that fact.

The Chairman. I suppose that some terminations are due to a
change of form?
Mr. Whiteside. Yes.
The Chairman. Of course, two or three men might be engaged in

business in a partnership and then decide to incorporate, and that
would show termination of the partnership and the beginning of a
new enterprise, but the actual business would be going on?
Mr. Whiteside. Yes; the computation I gave was on that basis,

the basis of total terminations. Another calculation is possible,

however, if changes in personnel are not regarded as constituting a

termination. Technically it would not have been 200,000 changes
every 4 months.
The Chairman. I am glad to have that clarified.

mortality record of the small retailer

Mr. Whiteside. I want to just speak here about the small retailer.

I have always liked those little birds because, as I say, we started
out there and as everyone knows the small retailer is the place
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that the man comes out of employment and starts in business, and
I think we overlook the fact that the small retailer or the man who
starts in business usually hasn't the balanced experience or intelli-

gence which is required, because there is nothing that he has to do
other than to show the disposition to rent a store and start. Now,
we find that the men who make the best progress when they do
start, and the ones that seem to know their business better than
any others, are those who have managed a retail establishment,

either as a unit of a chain store, a system, or as someone who has
managed perhaps in key ownership, direct ownership, for that

matter.
But when a man has had experience only in the buying or store

selling and no financial experience and starts in business with a
few himdred dollars, he has a great deal of difficulty in getting

through ; he has no clientele ; he has no hold on the community, such,

as a man who has had that experience in daily contact with people

does have.

The inclination of most men is to show that more people enter

naturally and easily into the foodstuff business as retailers than
any other form of business. It is the kind of a business where a
man and his family know they can live off the business to some
extent; in other words, the money spent for inventory and things

of that kind is something they can visualize the utility of, and that

is the way most business starts.

The emphasis about the small business, if he conducts himself

properly there isn't any question that he can obtain credit, but
iDanking credit is not usually essental under those circumstances

because what he buys he does not hold in inventory, and he passes

through quickly and gets it on a credit or cash term, usually on
credit, which is mifortunate because they don't understand that

part of it.

I just want to point out one thing that makes the failure record

even higher than it would otherwise be, and that is because men
go into business who will inevitably fail. The mathematics is against

their success; there isn't a possibility of a man succeeding under
certain conditions. For instance, if a man starts in business with an
investment which does not turn over, under any basis of reasoning,

into a sufficient volume of business on which a profit of the best

expectation would yield the man the living that he must have, it is

inevitable that he will fail.

I venture to say that over half of all the failures that are recorded

in every way are in that classification. In other words, there is need
in this country, and a definite need, of some place where a man can
go and get some factual information and sound common sense as to

what his chances of success are in business, and those things can be
done mathematically. They are not a matter of opinion. There are

no exceptions to inevitable laws, and that is one of them.

The other thing is the easiest way to go in is to go in as an individ-

ual. Seventy-one percent of all businesses starting are started as

individuals. Sixteen are by partnerships. Eleven, in corporate form,
and seven-tenths of 1 percent in other forms.

The least capital requirements in starting a business or conducting
a business in proportion to the volume transacted is required by
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I retailers. There is one phase of the situation which does not come
; directly into this problem that should be given very broad considera-

I
tion in deciding what to do and that is that the wholesaler must exist

in America if the independent retailer is to live. There must be

some intermediate position taken where the interest of the seller is

primarily tied in and definitely tied in with the groups of retailers

in the surrounding territory. Now the wholesale trade has not been

considered a sensible, logical business because of its general results

during the past years. I have made a longer study of that type of

business than anything else I have ever done, more intimately, long

before I was associated with the business I am in now, and I found
that wholesaling was the cheapest, most economical way of distribut-

ing goods by taking a national brand of any kind or any other form
of merchandising, holding it, warehousing it, extending credit terms

and selling it to the retailer, because the wholesaler had a vital inter-

est in the retailer, knew his problems, could meet the situation when
he was slow pay, or something of that kind.

Now, we hear all about direct selling. Direct selling is not to the
best advantage, I believe, to the majority of people that do it except-

ing in products where the value runs in the individual unit sold be-

tween forty or fifty dollars or higher; but on small units it is abso-

lutely not the economical way to do it.

Tlie apparent lack of stabilizer of business and the vitality of busi-

ness—largely irrespective, I believe, of all opinions to the contrary

—

is not from those in the moderate sized group, those concerns both
in manufacturing and retailing and wholesaling who have an invest-

ment and properly conduct their business of an amount between
$25,000 and $750,000 to a million. Of course, there are no exact mar-
ginal lines there, but those are the people who make the business of
this country. In volume they do the largest volume. They have not
the largest investment, and those concerns continue to act as stabi-

lizers, to reflect the conditions as they occur and carry on at a greater

profit over the period of years than the large concerns or any others.

That is due largely to the fact that they are flexible. They can
change their financial situation very, very quickly. They haven't
stockholders to worry about. They have no directors to worry about
as a rule and a man can act spontaneously and keep even with the
conditions; and bear in mind that the losses in profits recorded in

large businesses are more definitely attributed to inventory rise or
fall in valuation than any other single thing. Inventory profits are
not the substantial, sound profits that we want in business. Naturally
we are glad to get them, but on a long swing where we have the ups
and downs repeatedly in business you will find that the moderate-
sized, flexible unit will outearn the big units every time.

Now, that does not apply where patents exist. I wouldn't know
that, but under the general merchandising commercial credit scheme
of this country the medium sized unit is the life of business. It is

further the life of business in this respect. It can operate very, very
often on a smaller mark-up than the large concern. It has, of course,

a broader coverage than the small concern, but bear in mind that the
difficulty of getting out of 1;he class of the very small into that mod-
erate size is not very great comparatively. It just takes a little

common sense in business and eternal work to do it, and, God knows,
everybody has to work anyway.
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The Chairman. Wliat do you call the moderate-size business in
the terms of the first table that you gave us ?

Mr. Whiteside. I said at the beginning, Senator, I felt that the
moderate-size business was anything above $25,000 and less than
$750,000. I mean there is a business that you can visualize, a one-
man business or maybe two or three, whether incorporated or not.
The Chairman. From 25,000.
Mr. Whiteside. To 750,000 to be broad. It is that intermediate

group, and they are the group, I believe, that you are mostly con-
cerned about from a financial standpoint.
The Chairman, Have you made any tabulations to show the ag-

gregate amount of business ordinarily done by such concerns as com-
pared with the aggregate amount of business done by concerns which
are larger and concerns which are smaller ?

Mr. Whiteside. I tell you I did that, and I am just afraid to quote
the figures—they are so astonishing to me—that is, the amount that
is done by both the groups under 25,000 because of their great number
and the spread throughout the country and the number between
25,000 and 750,000 and 1,000,000. There is not much difference be-

tween those two and it is the bulk of the business in distribution in

this country unquestionably.
Mr. Henderson. May I repeat, Mr. Chairman, what was said ear-

lier? In this presentation we have been careful not to try to get
statistics about the volume of business. However, the Department
of Commerce is making a very extended analysis for the committee
by size of enterprise covering the Census figures. In addition, as

we go forward (as I hope we will and as I believe you hope we will)

we will give considerably more attention to small industries and we
will have a factual background against which to plot these two days
of testimony supplied by persons who know the problems of business.

The Chairman. I am aware of that, of course, but I was asking
this witness' opinion on it because of his position of authority, a

rather unusual position of authority, I think. It is a striking fact

which has been developed by other studies, for example, that the total

amount of money available for expenditure for the purchase of the
commodities which business and industry produce among the low-
income families is much greater than the total volume available for

the same purchase by the very high income families. So that your
thesis that the medium sized businesses are the concerns that are the

backbone of business, corresponds exactly with the other opinion that

the building up of the purchasing power of the masses is, after all,

in all probability the heart of this problem.

Mr. Whiteside. That is the heart of our entire problem.

The Chairman. I think so.

Mr. Whiteside. It is the fundamental of the whole thing.

Mr. Henderson. Mr. Wliiteside, do you have any opinion as to

how these medium sized, strong and stable companies and enterprises

come into existence? Do they develop as a matter of growth from
smaller enterprises or do they start in full bloom with a high volume
of capital between, say $25,000 and $750,000? How do they start,

usually?
Mr. Whiteside. I will state—and I make a guess only from my

feelings in the past—^I would say that 75 percent are the outgrowth
of the man that starts with nothing at all to speak of.
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Mr. Henderson. So they represent the most virile and most able

and most efficient of the small enterprises. Would it follow, then,

from your opinion that in order to have a strong, virile, and stable

medium sized group there has to be this opportunity for small

business to start very small with the prospect of growing into medium-
sized business?

Mr. WniTEsroE. I would say, as a general answer to your state-

ment, that it is utterly impossible to expect to have a sound economy
in this country unless an individual can ^o in business with very

little money. There is no chance, no incentive.

Mr. Hendeeson. Little money and his own energies.

Mr. WniTEsroE. Don't get me started on that subject. I have been

that way for years. I tell you I have owed money all my life to

people and it was pathetic and it was just because I had to get that

money that we got along at all. My father had that same trouble

in 1893. My home was very, very sad, and I never forget

that thing. There weren't any big people then so we couldn't blame
anybody.
• There is one thing I would like to stress and it has to do more with
emotional feeling than anything else, and that is the fact that it is

not best to have it too easy to go in business or too easy to stay in

business. The moment we do we handicap those who have the ability

to do the things that have to be done to make good. In other words,
you are going to close the opportunity to enter business if it is

made so that nobody goes out of business, because of incompetence
in one respect or another; and we have tremendous sympathy with
people that want to stay in business. We all would ourselves, but
if they do conduct themselves for maybe 1 or 2 or 3 years in a way
which will give the indication of what they are going to do in such
a way that they are not entitled to credit, I think it is charity to

tell them it might be well to liquidate. They have had their living

out of the business. Their investment loss is not too great and they
are usually not too old to start something else, and I think it is the

same as to tell a man you are not going to keep him after 45 when,
at 40, you see indications that he is a dumbbell, I think it has to

be done.
Mr. Henderson. That was one of the most difficult lines to walk

in N. R. A., as I recall. You had most of the wholesale and retail

codes and practically all those codes that touched thousands and
thousands of small business men, and I can recall the difficulties

that were there constantly. They were constantly pressing for what
amounted to guaranties and great effort was spent in trying to find

something which would give them a fairer basis of competition with
other organizations.

Mr. Whiteside. That is right. It is quite often the case that most
people in a general way desire what they shouldn't have. The re-

tailers, I recall distinctly, went to the President and argued about it

and all demanded universally in this country that they have a provi-

sion in the code that made every retailer sell at 10 percent above the
net delivered invoice cost, and it would have crucified every small
retailer in the United States if that had been done, and rigidly en-

forced over a period of years. Why they didn't understand it, I
don't know, but I asked the President to do it because they wanted
it so badly.
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There is one other thing that I emphasize, and that is in connection
with the bankruptcy law which has a strong bearing on what you
men are going to consider, and that is not to tie that up and sew it

up so that every man who can't pay his bill is a criminal. We have
seen the result of rigid bankruptcy laws and the disgrace that follows
bankruptcy in England and France; not in Germany to the extent
it is in England and France. They are the only ones I know inti-

mately because I go there every summer. If a man fails he is

damned. It doesn't make any reason how he failed, he may go to
jail, and with respected people he is just damned eternally for having
failed.

That isn't the way we look at it in America. We wouldn't have
built this country as it is, we wouldn't have had any of our present
development, if it hadn't been for the fact that we could put in
everything we had and then if we didn't make good—could give back
what we had left and then go on again at some future time. Those
are the things that have made this country—that is, the liberality of
the bankruptcy laws and the liberalities in the extension of credits

and the tolerance that we have, and the avoidance of the acceptance
system, which I think is another deadly hindrance to the progress
of business.

There are two or three suggestions, and then I will stop, unless you
want to ask anything. I don't want to be asked.

Senator King. If you have any suggestions, speaking for myself,
I should be glad to hear them.
Mr. Whiteside. Senator King, I don't know whether I have, but

I have been through this thing for some time. Tliere is one other
thing that I just want to emphasize in connection with keeping the

less efficient people in business, that is the destructive influence they
have on the good business by selling below cost to survive. I mean,
one of the main difficulties when we have a decline in this country
of merchandise value, is that pressure to sell on a contracting market
by the units not efficient, to convert merchandise into cash which
breaks the whole price structure far below where it should be. That
is one of the deadly factors in the rapid declines we have; that and
some consideration of installment selling which is not all good.

Senator King. You would not care, would you, to have the States

or the Federal Government, itself, trying to enact into legislation the
fixing of prices or compelling persons not to sell at reduced prices,

or even below cost?

Mr. Whiteside. That isn't it. That wasn't what I was expressing.

I mean that goods can be sold below cost, they can be sold as distress

goods, you see, and the money can be brought in from those which
is required from the largest or smallest; the orderly disposal of
goods instead of throwing it over without the necessity in many
instances.

What they are trying to do is to buy a goodwill, which is fatal,

because then everything they sell is recognized as a "buy" and when
that is sold the buyer invariably controls the market, whether it is a
consumer or anybody else. If I go into a cut-rate store and get the
habit of buying at cut rates and go in there and they charge me the
regular price, I am through, I wouldn't go back. I think human
nature is that way. When they establish the record during depressed
periods of selling goods lower than any of their competitors and
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don't do it for a specific purpose, or buy lines which justify it, in
other ATords, in a disorderly way, they are the most deadly menace
to the good concerns that we have in business.

Senator King. Conceding that, how are you going to rectify that
situation ?

*^

Mr. Whiteside. I think a good many States have.
Senator King. That is by preventing the sale of commodities below

cost?

Mr. Whiteside. That is right. Is Senator Mead here? I believem New York they have done that. I know they can't go on just
recklessly sacrificmg merchandise there as a practice right alono-

Senator King. Who determines cost?
^'

Mr. Whiteside. It wouldn't be a question of that, Senator Kino-.
It would be a question of continually sacrificing goods below a reason-
able market.

Senator King. Who sets the standard of what is reasonable and
what is unreasonable?
Mr. Whiteside. Can I get clear that I am not raising the point to

.have laws passed for that purpose. I raised the point about not
financing concerns to keep them in a position for doing that. Wlien
you start asking me questions, I am back in the old N. E. A days
on the defensive. I didn't mean that.

'

Senator King. After all, the morals which prevail in business o-en-
erally aviII restrain any protracted conduct that would be reo-arded
as against the best interests of the public.

^

Mr, Whiteside. I think so.

Senator King. So after all, you have to rely, have you not a
great deal upon the approval or disapproval of the public, and the
moral standards of the people themselves, for business as well as
human conduct.
Mr. Whiteside. I think particularly so in smaller communities

where we know each other. Don't you feel that is true? In the
bigger cities

Senator King (interposing). Have you been asked and would you
have any hesitancy to express your views as to the so-called fair-
trade bills which are finding expression in so many places?
Mr. Whiteside. Literally, men in our organization have made a

very careful study of them. I have read their conclusions. I believe
the objective is perfectly fine and I think in some respects they
meet the objectives, but that there are modifications due which can
only be drawn from the actual experience we have had. And I think
that is probably what the sponsors of some of those bills think them-
selves. There is no way that I know that we can get up rules for
mercantile life and have them correct to start with. All we do is to
set a place to go, and certain limitations, and then gradually refine
those, because businessmen can't do it, and I don't think lawyers can
go it if businessmen can't, I mean even when they are allowed to do
it, you see.

need by small business for financing facilities

Mr. Henderson. Just one question there, Mr. Whiteside. You
spoke earlier of the underfinancing of the new entrant into business
as one of the big causes for failure; that is, many people go into

124491—40—Dt. 9 26
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business with insufficient capital really to have the amount of turn-

over required even under the best conditions to return a profit. Isn't

that factor very largely related to distress selling when there is a
declining market?
Mr. Whiteside. There isn't any question about it.

Mr. Henderson. Hasn't the experience been that the pressure nat-

urally falls heaviest and first upon the underfinanced concern, and
as a result you have a demoralization of a market at times which
comes from necessity of having immediately a volume of business, a

necessity that would not arise if it were able to take a longer-term

view through adequate financing?

Mr. Whiteside. But it doesn't seem practical to finance the man
to get started. He must show the characteristic—^may I make a per-

sonal comment that you ask the question better than I make the

statement. The quesion was much clearer than I expressed myself
originally.

There are just two or three things that have entered my mind in

these past several months, and I think they were recorded here in

one way or another, perhaps with the Business Advisory Board.
One was the consideration of the change in the limits of the require-

ments of the Security Act for the information that is required in

filing. I don't know whether that is fundamental to the act or to

the opinion of the act; I have never discussed it with anybody con-

nected with the S. E. C, but if that limit were raised from 100

thousand to 250, or any figure, and still have some questionnaires

under that, maybe abbreviated, I think there would be demand for

capital money. In fact, small concerns or moderate concerns have
told me that they might think of doing that, because we have had
experimentation that way on the part of investment bankers in the

sale of those securities, and while they haven't been highly successful,

yet it was when the bankers went out to get those on the desire to

have an example, where management fell down so atrociously in the

medium sized concern.

The second thing that does seem important under any circum-

stances, no matter what agency is used, or whether it is the present

agency, in connection with the existing condition, is to know what
actually happens, what disposition is made by the existing banks of

applications for loans.

It is not known throughout this country. There is no way of

knowing what is the field or the scope in connection with anything,

any accidents or changes in the present situation, which will finance

the moderate size concern, or anybody else. Nobody knows; it is

merely an impression, and naturally the unhappy are the first people

to say a good deal about it.

Senator King. Those loans to businesses, particularly in rural

communities, or in sections of the large cities where the person seek-

ing the loans is well known to the bankers; it depends, does it not,

a great deal upon the personal equation?
Mr. Whiteside. Unquestionably.
Senator King. And many persons without any resources which

ordinaril}^ might be required to justify a loan, obtain the loan
because of their high character in the community ?

Mr. Whiteside. There isn't any doubt about it, and that should be
maintained forever. I mean, that is what is required. There is only
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one observation I might make, and I don't know whether it is worth
while making or not, but when we discontinue—when we change the
banking law so that the banks could not have investment companies
connected with them, we might have gone too far, and it might be
that banks would serve a very sound purpose if they could originate
and underwrite securities without being able in any way to have any-
thing to do with the selling of the securities, other than disposition
of those in a block to any underwriting company not affiliated with
the bank. A bank is the logical place to go for money. Other
agencies may be required, but if a man can go to a bank and you
have the record of the number of people that go to banks to get the
money that they want, or don't get it, then you have actual facts,
and that can be obtained in 60 days, as long as any publicity is
given to that.

Then if the bank in a rural community can't originate and under-
write security without the power of selling it, where the difficulty
arose, as you all know, the whole trouble in the 1929 market was the
pressure to get securities to sell by these high-powered and expensive
sales organizations which were being maintained in all parts of the
country. Now if the banks are not associated with that, their whole
idea of going after or originating or accepting issues and financing
those to the point of underwriting, where they buy those securities
themselves and then sell them to somebody who has no association
with them, you might get a sound way of doing it and you would get
that local atmosphere that seems to be required in every community.
The banks could do those things and it might help.
Senator King. You would recommend changing the banking law ?

Mr. Whiteside. I would not recommend it. Senator King. I mean
I just suggested there might be an out there; I don't know that; I
am not a banker and I haven't been a close student of banking laws,
or the results, but that result seems to be rather disastrous to the
small concern in the out-of-town community, you see.

Mr. Henderson. Mr. Whiteside, the temptation is always to go on
with extended questioning with someone like you on the stand. We
have so many witnesses pressing on us that I am going to refrain,
knowing that in the past we have always been able to draw on your
organization for statistical material and also to tap your own
resources at any time we wanted.
Mr. Whiteside. Thank you.
The Chairman. Thank you very much, Mr. Wliiteside. Will you

call the next witness, please?
Mr. Nehemkis. Mr. Norman Gallagher, please.
The Chairman. Do you solemnly swear that the testimony you are

about to give in this proceeding shall be the truth, the whole truth,
and nothing but the truth, so help you God ?

Mr. Gallagher. I do.
The Chairman. You may be seated, Mr. Gallagher.
Mr. Gallagher. Thank you.

TESTIMONY OF NORMAN GALLAGHER, DETROIT WASTE WORKS,
INC., DETROIT, MICH.

Mr. Nehemkis. Will you state your name and address, please?
Mr. Gallagher. Norman E. Gallagher of Detroit, Mich. ; the fac-

tory address is 7355 Bryden Avenue.
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Mr. Nehemkis. Mr. Gallagher, what is your position with the

Detroit Waste Works, Inc. ?

Mr. GauoAgher. Vice president, general manager, and treasurer.

Mr. Nehemkis. Am I correct in assuming, Mr. Gallagher, that the

Detroit Waste Works is the outgrowth of a sole ownership which
had been in existence for a number of years ?

Mr. Gallagher. Yes ; in 1893, established by my father.

Mr. Nehemkis. And you carried on that business?

Mr. Gallagher. He is still living, but not active.

Mr. Nehemkis. What do you manufacture, Mr. Gallagher?
Mr. Gallagher. Well, we manufacture an industrial shop towel;

they are used to take the place of wiping cloths for industrial clean-

ing, and we put those out on a rental basis and when they become
soiled we pick them up and either dry clean them or wash them, and
rent them to someone else. We also operate 20 looms, making this

fabric ; we have 20 knitting machines running on knit polishing cloth

that goes not only for cleaning purposes but is used in the meat-
packing industry for the smoking of hams and the covering of fore

and hind quarters of beef. Also, we wash and rewash wiping rags.

Mr. Nehemkis. How many employees do you have in your com-
pany ?

Mr. Gallagher. Seventy at the present time. We also maintain a

branch at Battle Creek, Mich.
Mr. Nehemkis. Your company has had a pretty rapid expansion

during the past 5 years, hasn't it, Mr. Gallagher ?

Mr. Gallagher. That is correct.

Mr. Nehemkis. And your present assets are $142,000, roughly
speaking ?

Mr. Gallagher. Yes.

Mr. Nehemkis. In a general way, what do your assets consist of?

Mr. Gallagher. Three separate buildings, one of which houses

our laundry; the other one houses the looms, and the knitting ma-
chines, and you might call that a small textile mill; and the third

one is a new dry-cleaning plant which we just erected in 1937.

Mr. Nehemkis. You have experienced fairly good profits have you
not, Mr. Gallagher, during the years 1936 and 1937 ?

Mr. Gallagher. Yes ; I believe in 1936 they were close to $12,000

;

in 1937 they were $25,000, and in 1938, after charging off a $9,200
depreciation, we showed a loss of $6,500.

Mr. Nehemkis. And for the 6 months ending March 31, 1939, I

think your company ended with a profit of "about $6,100?

Mr, Gallagher. After making provision for the necessary Fed-
eral taxes.

Mr. Nehemkis. I would take it from what you have just said

that your company has followed sound accounting practices and you
have taken proper depreciation and other charge-ons?
Mr. Gallagher. Well, we have a certified public accounting in on

a 3-month basis, and here recently we have changed that to a

monthly basis.

Mr. Nehemkis. Your company at the present time, Mr. Gallagher,

really needs some working capital. About how much?
Mr. Gallagher. I would say $15,000 to $20,000.

Mr. Nehemkis. Now, if you could get that working capital, what
would you do with it?
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Mr. Gallagher. Well, if we could get that working capital it

^ould enable us to—we could pay for that money through discounts
saved alone.

Mr. Nehemkis. How much would you save?
Mr. Gallagher. Oh, I would say possibly, approximately, $200 a

nonth of discounts alone.

Mr. Nehemkis. Now, do you need what I might call long-term
vorking capital or short-term working capital? Or possibly both?
Mr. Gallagher. Well, I think that there is a decided need for

ong-term business loans. The reason I say that is that a short-term
oan does not enable one to get over the slumps which you gentle-
Qen will agree sometimes are of longer duration that we all expect.
Mr. Nehemkis. You could take on at least seven new men, couldn't

'ou, Mr. Gallagher, if you got the working capital you mention ?

Mr. Gallagher. Yes; I believe so.

Mr. Nehemkis. Now in the past you had attempted to get this
storking capital from a number of banks in your city, the city of
)etroit, have you not?
•Mr. Gallagher. Yes; there are four banks, and the Federal Ee-
erve Bank of Chicago. They reduced the line of credit during the
ast 3 years because in their opinion we were not liquid enough in
uick assets.

Mr. Nehemkis. Well, now, after you went to these various banks,
id they make any suggestions to you as to where you could get
nancial aid?
Mr. Gallagher. This one particular bank that we went to—we
ad had a $6,000 line of credit through the discounting of accounts
Bceivable. We paid all that up and asked them for some additional
redit. We asked for $5,000 worth, asked them to discount $5,000
^orth of accounts receivable, and they agreed to do this, using those
ccounts receivable for collateral, but in addition to that—there is a
ttle humor connected with this, gentlemen—in addition to that they
sked for a mortgage on two free and clear buildings worth $15,000
ncl at the last moment presented me with a note for $5,000, upon
diich they asked my personal endorsement. Well, before we re-
acted these terms I couldn't help look this banker right in the eye
nd ask him if he also didn't want my left arm. Then the bank
scommended that we go to a finance company.
Mr. Nehemkis. Did I understand you correctly, Mr. Gallagher,
lat the bank that you had applied to for working capital recom-
lended that you visit a finance company?
Mr. Gallagher. Yes; definitely.

Mr. Nehemkis. Are there finance companies like the one that was
jggested in Detroit, or were you asked to visit some other city?
Mr. Gallagher. Well, this particular one happened to have a
ranch in Detroit, and so we called them up and they were very happy
3 do business with us. Their service charge—^by the way, you gentle-
len might be interested in knowing, first of all, they required a $60
ond. What kind of bond it was I couldn't tell you.
Mr. Nehemkis. Did you ever see that bond ?

Mr. Gallagher. No
; I never saw it.

Mr. Nehemkis. Did you sign it?

Mr. Gallagher. Yes; I don't know what name it would come up
nder, whether an assumed name or not, but we will call it a bond;
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and the rates were 1 percent service charge per month, plus 6 percent

interest on the money, which makes 18 percent a year. That is rather

high financing, gentlemen.

Mr. Nehemkis. Do I understand you correctly that it is costing

you 18 percent a year to pay the interest charges on the loan that

you obtained from this finance company; is that correct?

Mr. Gallagher. You gentlemen check the figures; they require

1 percent service charge per month ; that would be 12 percent a year,

and 6 percent on the use of that money on top of that; that would

make 18 percent. Right?
Mr. Nehemkis. I think that is correct. Do you have any questions

that occur to you, Mr. Kelley ?

Mr. Kelley. In connection with the working capital of 15 or 20

thousand dollars that you said you needed, you wanted that on a

long-term basis ; is that right ?

Mr. Gallagher. That is correct.

Mr. Kelley. Did you have any ideas in mind about securing the

banks for that advance ?

Mr. Gallagher. Well, yes ; very definite ones ; and I think, with the

permission of you gentlemen, if I could just read this and talk on it

as I go along it would answer these questions; and if given that per-

mission and there are any questions you gentlemen would like to ask,

please interrupt me. May I go ahead with this?

Mr. Kelley. Is your statement a short one, Mr. Gallagher ?

PROPOSAL FOR SETTING UP INSTITUTIONS TO FINANCE SMALL BUSINESS
j

Mr. Gallagher. Comparatively short
;
yes. First of all, thank you

for the opportunity of being invited here to give my views of the

urgent need of small and intermediate business. I respectfully submit

the following questions for your consideration : First, liquidate small

business's frozen assets; that is, buildings, equipment, and inventory.

;

The average small business man has not the necessary capital to

weather over a prolonged slump.

Second, have the Government set up a separate branch to handle

these long-term business loans similar to the F. H. A. The Govern-

ment already has the nucleus of such an organization to start this

important work, and the young men who were sent out on this S. E. C.

investigation were very capable. They were very businesslike, by the

way, and wasted no time. These loans would be secured by first mort-

gages on land, buildings, and equipment, guaranteed by the Govern-

ment, and should be divided into two classes—first, for the man who
owns his own buildings and has a heavy investment in machinery and

equipment ; and, secondly, for the man who rents his place of business

and does not have much machinery or equipment but has merchandise

and accounts receivable to pledge as collateral.

This financing should be from 10 to 20 years and amortized in

equal monthly payments with interest at 5 percent. The reason for

making loans of not less than 10 years and preferably, gentlemen,

15 to 20, is to take care of any long slumps which might occur.

The Chairman. Did you hear the testimony of Mr. Wliiteside that

at the end of 10 years 630 out of every thousand concerns had gone

out of business ?
^

1 Supra, p. 3874.
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Mr. Gallaghee. Yes; I heard that, but fortunately we have been

going for over 40 years, so I presume being average. Senator, that

there must be
The Chaieman (interposing). Apparently you are one of the ex-

ceptional institutions.

Mr. Gallaghee. Thank you for that. I think the other 40 percent

are of the same class.

The Chaieman, Seriously speaking, if this table which Mr. White-
side presented is an accurate representation of the facts of business,

a 20- or 30-year amortization plan would be one which would exceed

by far the average life of the ordinary concern which would be

making the loan?
Mr. Gallaghee. Very true. Senator; but I didn't say 20 to 30; I

said 15 to 20; 10 would probably suffice, but not less than that.

The Chaieman. Well, the comment would remain the same on that

basis ?

Mr. Gallaghee. I can't question Mr. Whiteside, because after all

lie knows the answer.
Senator King. He knows; you don't?

Mr. Gallaghee. I am willing to learn. Small business today,

unlike the large corporations, does not have the flexibility nor the

adaptability to adjust themselves to a short workweek when business

falls off due to insufficient capital ; big business is geared up to oper-

ate profitably on a 3-day week when necessary, but small business,

because of lack of capital, cannot make any money on a 3-day week.

I believe the average small-business man would be able to take care

Df the major portion of these loans each month who has ability to

make better buys through cash purchases and the interest he could

save at discounts.

Another feature of these Govermnent loans would be that millions

of dollars in back taxes owed by small businesses would be paid up.

This would immediately help city. State, and country. Recoveiy
would start immediately because money is changing hands and the

spending cycle is starting. Small business, having all assets tied up
in plant and equipment, cannot borrow from the banks because the

banks demand anywhere from 2 to 3 to 1 quick assets to liabilities.

Gentlemen, if one can show such a ratio, one does not need a bank.
The result is to go elsewhere for financing and pay exceedingly high
interest rates.

Another fact that has retarded many small-business men is the ina-

bility of owners of modern industrial buildings to obtain a mort-
gage on them. Banks and trust companies refuse to take this

property, saying it is a specialized building, or simply they are not
interested in making loans on business property. Most one-story
buildings are suitable for many varied lines of industry. In the
S. E. C. questionnaire the question was asked. How many men could
you put to work if small business could secure additional capital?
Gentlemen, this could be done very easily and in a very simple
manner and an accurate record kept by merely making all borrowers
absorb one man off the W. P. A. for every 5 or 10 thousand dollars
borrowed, the exact amount to be set after careful study.

If it is desirable to respect seniority rights in unionized firms, that
is a matter up to Congress; however, many thousands of firms are
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nonunion. I ask you gentlemen to give some serious thought to this

absorption of the W. P. A. by small business.

The F. H. A. has done a wonderful job and made it possible for

the building of thousands of homes that otherwise would not have

been built, and this very same idea could be carried out as regards

small-business loans over a long time and amortized monthly be- i

cause, after all, gentlemen, if some help is not given to small busi-
'•

ness—and many men who own these F. H. A. homes are dependent on
\

the small business for income for their mortgage payments—how
!

are they going to maintain the F. H. A. payment? I believe it is !

the only sure way to take the idle money out of the banks and out of

the vaults to start the wheels of industry turning.

It might interest you gentlemen to know that in Detroit, which

has the largest F. H. A. office east of the Kockiesi in volume of busi-
i

ness, that out of more than 20,000 Government insured mortgages

made, only five cases are in the process of foreclosure and three of

these cases, I believe, will be redeemed. Gentlemen, that is a mar-

velous record, and the same can be done on loans to small business.

I trust you gentlemen will do all in your power to aid the small-

business men by passage of a bill before this Congress adjourns to

set up and imm'ediately authorize a Government agency to guarantee i

these business loans. Please bear in mind that small business is not

only a vital and contributing part of this Nation but it is the one

class which has received absolutely no help fi'om the Government
and who constitute a large part of the voting populace of this coun-

try. I believe, gentlemen, if you will push this worthy cause you will

not only have the whole-hearted support of the people you are sent

here to represent but you will be instrumental in getting money back

into circulation where it belongs because business cannot be good

unless there is an ever changing cycle of money. "Wlien an evil exists

that so vitally hampers Government, the people, and the banks, it is

time to remedy that situation by passing adequate legislation to elimi-

nate that evil.

One reads in the New York Times of last Sunday and other papers

that they are very keenly interested in findings of the T. N. E. C,
and so far to date the answers have not been found. Also in last

Sunday's New York Times, a copy of which I have here, one reads

that the New Jersey Bankers' Association recommends that th© Fed-

eral Keserve System and the R. F. C. continue even their present

lending "only to the extent that sound and reasonable local credit

accommodations cannot be found." My interpretation of that, gen-

tlemen, in plain English, is this : If it is unreasonable or requires any
original thinking, it is out of the bankers' class and it is O. K.

to let George do it; in other words, the Government.
I think in the above views of the New Jersey Bankers' Association

you have the beginning of the answer to the problem you are trying

to solve.

At this point I would like to ask you gentlemen one question:

What original or helpful ideas have the banking fraternity contrib-

uted to recovery ? And yet Congress has helped them immeasurably

by the F. T. I. C. and F. H. A. Goverment-insured loans enabling

them to pile up additional deposits and profits so that the banks take

the lines of least resistance and in some measure—a considerable

one—go into the small-loan business, on a well-secured basis which
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liets them a tidy profit. A name for this type of business might be
:alled distressed loans, necessary under the existing conditions but,

i^entlemen, hardly constructive or progressive.

I mention the above remarks not as caustic criticism but to point

nut a breach of faith. When character is removed from the banking
ircles, and it has been since the bank crash, faith hit an all-time

ow, that same faith that founded this country. It is easy to criti-

ize, but much more laudable and sincere to get together and meet eye

o eye and iron out these difficulties. If the banks contend that the

jovernment is restraining them and the Government believes that

he banks are in error, why not appoint a committee and see if a

olution cannot be found? Idle money, gentlemen, hinders all con-

erned. Criticisms and like remarks quoted from the New York
?imes could be avoided if closer contact is made by the Govern-
lent, not only with the banks but with small and large business

s well.

After all, the Government is dependent upon the welfare of busi-

ess and dependent upon business for its revenue, so why shouldn't

fget in closer contact with the firms from which it gets its revenue.?

After all, this being a democratic form of government, why not
7ork in closer harmony for the mutual good of all concerned? If a
government representative walked into our office three or four times
year and said, "How is business?" or, "Do you have any suggestions

tiat I could carry back to our committee in Washington?" I'd feel

ot only flattered but also feel that I was more a vital part of this

rovernment than under the present conditions. Such a representa-

Lve would bring back many valuable and worth while and helpful
ieas. After all, business still operates through barter and exchange,
f the Government goes out of its way to help business, let business

e appreciative and work hand in hand with the Government and
ice versa.

When one tries to get a small commercial mortgage loan through
bank they say, "No ; the Government does not approve of this type
f loan." Picture, if you will, gentlemen, what the granting of these

rovernment guaranteed long term commercial mortgages would do.

I'irst, it would pay up all back taxes owed by small business, which
re, I assure you, plenty.

This gives money quickly to the city and State and eliminates
irovernment loans to cities and States, and the spending cycle is

tarted. Secondly, it gives the small business man additional work-
Qg capital. This accelerates the spending cycle.

Now, go a step further and grant Government insured long term
quipment loans and make possible the discounting of receivables by
easonable rates.

Then try and stop that spending cycle.

Big business and banks are dependent upon small business and
mall business needs big business. If adverse conditions affect one
lass, the other class eventually suffers. Small business can and will

dtally aid in recovery if given help by the Government and at no
ost to the Government. The Government should demand the full

ooperation of the banks in this worthy cause.

I read with interest Senator's Mead's proposed bill authorizing
jovernment-guaranteed business loans. I believe that this should be
•ntirely divorced from the R. F. C. and handled by the Securities and
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Exchange Commission, because, first, Mr, Jesse Jones, according to

the papers, is not in sympathy with small business loans, and sec-

ondly, the R. F. C. functions too slowly. The agency handling these

loans should pass upon them in 30 days or less.

Inasmuch as this agency would be self supporting, why not give

it additional employment. No mention of collateral, outside of that
recommended by the R. F. C, was shown in Senator Mead's bill.

Immediate action on this bill is most necessary and I urge you gentle-

men to do all in your power to rush this bill, or one of a similar na-
ture, through Congress, so small business can benefit by those loans.

I just wish to take this opportunity. Senator O'Mahoney and gen-

tlemen of this most valuable fact finding committee, to say I appreci-

ate the honor of appearing here and testifying in behalf of small busi-

ness. And gentlemen, I have got a load off my chest and off my mind.
Thank you.
The Chairman. We very much appreciate having the opportunity

of listening to you, Mr. Gallagher.
(The witness, Mr. Norman Gallagher, was excused.)

Mr. Nehemkis. May I call the next witness?
The Chairman. Do you want to proceed now ?

Mr; Nehemkis. If it is your pleasure. I think the next witness
will finish in about 30 minutes.
The Chairman. Call your next witness, then.

Mr. Nehemkis. Mr. Ernest Hopkins.
The Chairman. Do you solemnly swear the testimony you are

about to give in this proceeding shall be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Hopkins. I do.

TESTIMONY OF ERNEST J. HOPKINS, INVESTMENT BANKING SEC-

TION, SECURITIES AND EXCHANGE COMMISSION, WASH., D. C.

Mr. Nehemkis. State your name, sir.

Mr. Hopkins. Ernest Jerome Hopkins.
Mr. Nehemkis. And your address?
Mr. Hopkins. Doylestown, Pa.
Mr. Nehemkis. Are you a member of the staff of the Investment

Banking Section of the Securities and Exchange Commission?
Mr. Hopkins. I am.
Mr. Nehemkis. How long have you been employed by the Securi-

ties and Exchange Commission ?

Mr. Hopkins. Approximately since the beginning of March.
Mr. Nehemkis. You have at one time, have you not, Mr. Hopkins,

done investigatory work for the State of California, the Commission
of Immigration and Housing, and in that connection, compiled ofiicial

reports for them?
Mr. Hopkins. Yes.
Mr. Nehemkis. And you have likewise been employed by the Fed-

eral Government as a special field investigator in connection with the
National Commission on Law Observance and Enforcement?
Mr. Hopkins. Yes; I was.
Mr. Nehemkis. And in that capacity you had occasion to file official

reports and compile official reports for that body, did you not?
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Mr. Hopkins. Yes.

Mr. Nehemkis. Will you state where your particular study was

Qade?

SMALL BUSINESS SURVEY IN FALL HIVER AREA

Mr. Hopkins. In the small-business investigation—in the town of

I'all River, Mass. That was selected as the first town in the small-

tusiness survey, partly because of its convenient size, 115,000 popu-

iition; largely because it was a very typical New England manu-
Bcturing community; again because it had the background of the

Bxtile industry, an extremely important industry which, as everyone

mows, had gone through a terrific liquidation and was partly

lecovering.

Then, finally, the city of Fall Eiver had been mentioned by the

lovernor of Massachusetts as outstanding for bringing new indus-

ries into the town in a deliberate move to diversify its industrial

asis. So, all in all, it seemed to offer a very interesting field for

:ndj.

Mr, Nehemkis. Has your study developed what emerged as the

asic and controlling condition of Fall River ?

Mr. Hopkins. Unquestionably the lack of buying power of the

onsumer dominated everything. I can perhaps best illustrate that

y reading a paragraph that appeared while I was there in a bulletin

Dnfidentially circulated among the cotton mill owners and operators,

t was a little news note. "A few days ago a local laundryman made
lention of the condition of materials running through his laundry."

^member this is a textile manufacturing city. "He said he couldn't

scollect when items like sheets, pillow cases, towels, etc., were in

iich poor condition. He has warned his help to be particularly

ireful in running these through the wringers and mangles to see

lat same are not torn, thereby causing damage claims. He has even
oted patches on towels, which he calls very unusual. He mentioned
his at a laundry convention recently and was surprised by the re-

ponse of a large percentage of those present who had noted the

ame conditions."

When one of the outstanding textile-producing and textile-

rocessing towns in the United States has to patch its towels, it

iemed to imply that the buying power of the town could not be a
ery favorable background for small business.

Mr. Nehemkis. Were you able, Mr. Hopkins, to find any statisti-

al support for this lack of consumer buying power which you have
List mentioned?
Mr. Hopkins. Yes; I was. The State of Massachusetts reports in

:s latest published figures that of 23,500 industrial workers, the
verage wage for a year was $803.54. The National Census of Busi-
ess for a recent year, not quite the same year, found that of 4,182

etail employees, the average annual wage was $881.38. The cham-
•er of commerce had very complete income statistics for all sources of
ncome in the community and found that the new money brought into

own and distributed in the form of pay roll of all types was about
240 per year per unit of population.
The living standard was reflected in the figures for the purchase

f meat, for example : Fall River was at the bottom of the list with
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$138,000 of meat purchased a year compared with $381,000 for Read-
ing, Pa., a city of equal size.

A long list of such comparative statistics was compiled. The net

result on small business was that the gross amount of sales volume
in the local distributing stores was less than that of any other city of

equal population.
Mr. Nehemkis. Wliat would you say the industrial basis was for

that pay roll condition which you have described, and did you find,

Mr. Hopkins, any prospects in Fall River for alleviating this condi-

tion through credit or capital outlays ?

Mr. Hopkins. Well, as regards the main industrial basis, textiles,

the answer would have to be negative. The textile industry had
undergone this experience. This had been America's foremost spin-

dle city. In the period of 1905 to 1910 the textile-mill valuations

were in excess of $100,000,000. The comparative figures today are

$12,000,000. In between there had been a deeper pit and considerable

recovery. The decline of the textile mills antedated the national busi-

ness decline. It was taking place from the war on. By 1927 the

mills had been weeded out to 36 of the original 110, and many of the

great structures were standing vacant at that time.

In 1927 pay roll, however, was $427,000 a week, average, poured
into the town by the textile mills. In 1932 that got down one
bottom week to $89,000. The recovery since that time in the textile

industry has been such, with the shake out of many concerns, that

there are 22 surviving mills there today, owned by 14 concerns, and
the weekly pay roll is around $325,000.

Now, the difficulty, as affecting consumer buying power, and,

therefore, credit worth of local enterprise, is that the mill pay roE
is extremely irregular. Wliile I was there, in a single week the mills

finding inventories low, suddenly sprang into action. Their paj
rolls went up in two weeks from $288,000 to $336,000; they ran 3 or 4

weeks filling up inventory, and then for operating economy, goin^

full blast; kept on, running into speculative inventory, and aboui

the time I left the pay roll was dropping again.

It was not seasonal, it was not anything; it was a whimsica'
period of production, and it makes bills receivable very much i

gamble, through the community. As far as the outlay of ne\\

capital is concerned, the mills, in the pit, were taken over by larg<

concerns and are their affiliates, in the main, now. They wen
thorouglily modernized; they are not obsolete; the production is

diversified, and while the industry has probably flattened out anc

gotten on a stable basis, one could not see any opportunity for expan
sion capital in the textile industry.

Mr. Nehemkis. As I understand it, Mr. Hopkins, Fall Rivei

today has other industries beside the textile. What are some oi

these other industries that you found there ?

Mr. Hopkins. Fall River has done a very interesting thing
When the textile basis collapsed, the citizens purposefully got to

gether to import new industries. There were already some othei

industries in town, but they were mainly textile appendants, machim
shops and the like. The new-industries drive has brought in IK
new small manufacturing concerns from other communities. Hardb
any of them, if any, represent really new enterprise; it is a raid oi
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other communities' older enterprises, concerns being offered strong

inducements to move.
A very great many of them were small garment concerns from the

New York area. But not all. The last one they landed was a big

fish in the form of the Firestone rubber plant, which today has 300

or 400 employees, but may expand to four or five thousand. They
expect it to.

Now, the situation regarding the new industries was extremely
interesting. Employment was growing; they were taking men off

the relief rolls to some extent. The employment, however, in the

garment industries was largely female, and jobs for the men was
the town's great need. The daughter was often supporting the fam-
ily. The growth of the individual immigrant enterprise in Fall

River was marked. Concerns that had started there with two or

three hundred employees, in one case went on to employing as many
as 2,000, in another case, 1,200. And there were other sizable con-

cerns. Again, insofar as some of those in New York had been rated

as sweatshops, they now were losing their sweatshop character; they

were housed in these really splendid old abandoned mill structures;

sanitation, light, and all those conditions were infinitely better.

There was a teclmological gain. They had been heavy buyers of

new machinery in this expansion that they had undergone.
Accounting for the expansion itself was the list of subsidies, really

capital subsidies which they w^ere being given by the town. If the

mill they occupied had been taken over by the city for taxes, they

were locally tax free. The water supply being municipally owned,
they were getting water free or at municipal rates.

Rents, when they paid any, were incredibly low, from 2 to 4y2 cents

a square foot of space which they would pay 25 cents for almost any-
where else. And another subsidy was in the low wage scales they
were paying. The town was job hungry; its resident labor supply
wsis unorganized and would work for anything, and, moreover, their

situation was made somewhat worse because certain of these mills at

times took advantage of a legal loophole to work the apprentice
racket.

That is to say, they would take on girls to tend these garment ma-
chines, train them until the end of their apprentice period at the
apprentice wage—from $8 to $10 or $12—and then lay them off and
get in a new set of apprentices and train them progressively. That
was depressing the town pay roll income, and I heard many merchants
state that that was one condition that was depriving Fall River of
the benefits it had expected to reap in a business way from the import-
ing of these new concerns.

I heard considerable discussion of the possibility of amending the
wage-and-hour laws to control that apprentice condition. Fall River
likes the wage and hour laws and would stand for higher minima and
no differentials favoring other communities.
Mr. Henderson. Merchants of the city would ?

Mr. Hopkins. Yes.
Mr. Henderson. On account of the increased buying power ?

Mr. Hopkins. On account of the increased buying power. It is com-
pletely a pay-roll town and they see that the pay roll is the answer.
Mr. Nehemkis. I take it, then, Mr. Hopkins, that the principal busi-

ness need of the community that you are reporting now is an increased
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and regularized community pay roll, and that other means than the
present outlay of capital and credit are necessary to effect this ? Well,
now, turning for a moment to the small business man in that com-
munity, you interviewed many of them. Upon interviewing them,
what did you find to be the situation ?

Mr. Hopkins. Well, I found that the situation was what one might
expect from an income background like that. They were, to begin
with—the total size of the retail district was rather disproportionately
small for a community of that size. That was reflected statistically

also by comparison with other communities; but, then, in addition to

that, they were heavily frozen on bills receivable and, in turn, on bills

payable. Taking Fall River as a whole, not speaking only of the
manufacturing but also of the distributing industries, I have here a
table that shows
Mr. Nehemkis (interposing). Will you just pause for a moment and

identify that table?

Mr. Hopkins (reading) : Summary of position of 40 Fall River
small business concerns.

Mr. Nehemkis. Mr. Chairman, I offer this in evidence.

The Chairman. The table may be received.

(The table referred to was marked "Exhibit No. 629" and is included
in the appendix on p. 4098.)

Mr. Hopkins. Perhaps I need not go into the details of the table,

except to state that it represented a pretty good cross section; 40
businesses, naturally, do not tell the entire story; they could only

be a test boring at the best, and, of course, there is a chance of in-

accuracy in any test boring, but the list was balanced between small

manufacturing and food distribution, the building and building-

supply business, household supply, retail clothing, and so on, and
certain service industries.

A banker whom I consulted on it thought that it was a pretty good
community cross section. That could simply be a guess in any case,

but the total showing of that was that these 40 concerns with inven-

tories totaling $980,000 were owed by their customers in excess of

$1,000,000—one million three thousand seven hundred. That is to

say, their customers owed them considerably more than the inven-

tories in their establisliments, and in turn they owed their various
payables $1,382,000, or more than their customers owed them.
The cash in this situation was a very small factor, $110,000 total

cash for 40 concerns. In other words, they were in an extremely non-
liquid position, as caught between bills receivable and bills payable,

and from time to time that condition was pressing one or another

of them out of business.

The last two columns of this table I shall not speak of just at the

movement because they come under a later topic. This frozen con-

dition

Mr. Nehemkis (interposing). Let me put a rather blunt question

to you, Mr. Hopkins, What did you find that the banks were do-

ing during this period ? How were they helping to accomplish this

unfreezing process that you indicate as being so necessary?

Mr. Hopkins. Well, referring to the same table again, you will see

that these same 40 concerns had total bank loans of $149,200. Put
that in relation to their frozen payable situation, and it would indi-

cate that the banks were doing about an 11 percent job of helping
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the merchants unfreeze. The total bank loans extended to local small
business would rate, assummg that bills receivable are an asset, very
low in relation to the total size of that asset as held by the merchants
of the community.
The Chairman. Did these concerns offer good bankable loans?
Mr. Hopkins. Obviously, in the judgment of the banks, no.

The Chairman. What about your judgment?
Mr. Hopkins. Well, I was there to gather facts and not to sit in

the seat of judgment. I should be interested in explaining the atti-

tude of the banks as stated to me very frankly and fairly. The
banks tended to blame managerial unwisdom. There was a funda-
mental distrust in the ultimate ability of the community to pay its

debts; that was the hidden actual reason, but at any rate on the
surface, banks were extremely critical of the local businessmen.
A loan applicant coming to the leading bank there, the B. M. C.
Durfee Bank, had to undergo first a thorough-going special audit for
which the applicant paid, the auditor being designated by the bank.
He then had to be interviewed at length and make out various

questioimaires until literally every angle of his business was known
to the bank. On occasion the banks interviewed his creditors and got
the picture of the business from that angle, too. Now, the bank was
looking, in order to protect its depositors' money, for the carefully
selected outlet for investment in which every possible iota of risk

5vas removed. We had two standards, in short, operating there,

md an impasse created:
Small business insisting that its receivables were assets, and that

its holdings had hypothecable value; and the banks, from the point
di view of their depositor funds, finding only that they could relieve

l:he situation under their standards very very narrowly indeed. It

was not a situation in which such a person as myself could render a
judgment. It was a definite deadlock of two different standards.
Meanwhile, business was not getting relief that it needed, and the
banks themselves were not making as much money in industrial
loans or commercial loans as they might have made.
The banks were extremely liquid. Of a total of $18,000,000 in

ieposits they had cash of four and three-quarter millions, and total

Governments, Federal, State, and municipal, of $6,350,000. Then
Lhey had some high-grade securities of one million and three-quar-

ters. Their total liquids were $12,800,000 out of eighteen millions

deposits; 70 percent that could be liquidated tomorrow; whereas all

their loans, including mortgages, discounts, every other type of loan,

oersonal loans made by one bank, automobile paper by a bank,
amounted to only $6,000,000.

Now behind that lay a long story. Back before the local depres-
sion which anteceded the national depression, there was a fire that
burned the business district of Fall River and two banks had merged
into a third, which was not burned.
That bank then found that it had $11,800,000 of commercial loans

Dutstanding, and proceeded at that time to squeeze that list down.
It did so so strenuously that at one time the list was down as low
as one million and a half after a 7- or 8-year period of reduction of
its commercial loans. Those banks, by the way, were liquid at the
time of the bank holiday. This process of going liquid had preceded
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the bank holiday in Fall River. None of them were seriously

embarrassed when the banks closed.

But they had maintained that liquid position since and the com-
mercial loan on the whole is an unliquid loan. I said $6,000,000 worth
of commercal loans outstanding^, I should have qualified that fur-

ther—mainly for very short terms, say 30 days to 9 months on loans

of working capital; mortgage loans, of course, for a longer period
than that. But the whole tendency was to shorten the term.

As I looked into the situation further it was found that the term
of a working capital loan to a given business concern frequently did
not fit the realistic requirements of that concern. A bank would
make its rigid standards—it would loan money for 30 days or 60

days or 90 days. Every separate business has its own lag between
the time its money goes out and the time money comes back. That
varies with the individual line of business and it varies from time to

time within the same business.

I think there was a general failure of the banks to accommodate
their working capital, their turn over capital loans, to that situa-

tion, because the receivers of loans complained of it.

To dramatize that, the president of the chamber of commerce up
there is an undertaker. He told me that when he has a poor man's
funeral the poor man's family will pay him in cash as soon as it

can. When he has a rich man's funeral, the estate may be tied up
in probate proceedings for as much as 2 years, and he can't get the

money. A series of rich men's funerals, because they are costly,

would bankrupt him. At the same time, he had never found a bank-

ing concern that recognized that as a going, steady condition in the

undertaking business. That failure of banking to recognize the

realistic working-capital needs was illustrated by many other cases.

Mr. Nehemkis. You suggest, Mr. Hopkins, what virtually amounts
to an impasse in Fall River—on the one hand a definite need of

small business men for financial accommodation, and, on the other

hand, an inability on the part of the local banks to get that stream
of capital and credit moving. Did you find that there was some way
out of this impasse? How, in short, was the small business man of

Fall River being financed ?

Mr. Hopkins. He was being financed more than anything else by
his supply houses.

Mr. Nehemkis. What do you mean by supply houses?
Mr. Hopkins. I mean by the sources from which he got the com-

modities which he processed or distributed.

Mr. Henderson. That 1.3 million dollars of bills payable in this

table you presented was probably by the supply houses as much as

anything.
Mr. Hopkins. Sixty-five percent of the total credit in that table

was extended by the supply houses.

Mr. Henderson. Any wage payables in that?

Mr. Hopkins. I think not. I recall none. There were some other

loans which may have included a very small figure. Other loans

would also include some stockholders' loans, but figuring the supply
house payables by subtracting all other factors, I found they were
approximately 65 percent of all payables in these 40 concerns.

Mr. Henderson. Just a minute. On that basis, what was your
total figure of the amount of credit extended by suppliers?
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Mr. Hopkins. It would be 65 percent of $1,382,000. I haven't

igured.
:Mr. Henderson. Close to $900,000.

Mr. Hopkins. Yes.

Mr. Henderson. As against one hundred forty-nine thousand of

3ank loans.

Mr. Hopkins. Yes.

Mr. Henderson. Koughly, about six times.

Mr. Hopkins. Yes. And, of course, as I said, that is only a test

Doring and must not be taken as a definitive study of the entire com-

nunity, but I think it is a fairly good cross section.

Now, this supply house banking was responsible for whatever

expansion was occurring. Any concern that was growing was doing

t on credit from his supply sources, his wholesaler or the big concern

From which he was buying his goods. From that point of view, and

because no bank capital, much, was available, it could be said to

lave its advantages, but cases I found showed disadvantages that

vent with it.

Mr. Nehemkis. How satisfactory would you say supply house

ranking was, as you have found it?

Mr. Hopkins. It is possible to indicate that with a brief reference

o some of these cases. For one thing, I found no merchant who
'ould tell me how much that money was costing him. They all

issumed as a human proposition that if a creditor extended him time

)n commodities, that he was paying what was tantamount to interest

n the form of a mark-up. The mark-up might be kept down by
'ompetition among supply sources, or it might be so much for one

ndividual and so much for another individual, depending on the

it ate of his indebtedness. No one ever knew and no one could find

)ut. One wholesaler whom I interviewed told me that there was
10 such thing as one price in his particular line of industry, as bear-

ng with his own dealings with his outlets. Thus what would be

:he interest factor and a definite budgetable factor if it were a
•traight bank loan, was hidden and buried in these mark-up trans-

ictions and could not be statistically isolated.

So nobody knows how much this credit costs the merchant or what
.ts effect on price is' when he passes on the price to the consumer.

Again there is the arbitrary time demand factor. A supply house
3an presumably put the screws on its debtor at any time, and some
3ases came to my attention where that had been done. In one case

m oil distributing concern had displeased the backers behind it by
naking, at a good price, a distress buy of fuel oil of a rival

concern. The buy was meant to advantage the customers and advan-
tage profits. He considered himself a free merchant, in spite of his

indebtedness to the supply house that had been largely financing

him. On the other hand, he couldn't prove it, but from that time on
more and more demands were made. In the end there was a settle-

ment and he is in another business today.

Various incidents of that kind, where supply-house demands were
foased—well, in a nutshell, they tended to reduce the man who
'thought himself independent, into the position of an agent of the

creditor concern. In the food industries, the secretary of the Retail

Grocers Association told me of incidents where an indebted grocer
would order a standard brand which his customers demanded. In-

124491—iO—pt. 9 27
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stead of getting that he would receive some off brand which the
customers did not know, from the supply house to which he was
already heavily obligated. When the bill came, it would be for the
brand he had ordered. In a position like that, the outlet was helpless.

Again, a concern distributing household supplies, radio, ice boxes,

and the like, was having trouble. The source of supply there would
extend credit and there was a very business like proceeding right
up to the time when a given ice box or radio would disappear from
this outlet's warehouse, but they kept close watch on the w^arehouse.

Then the bill came in. It would normally be an installment sale,

which would be paid monthly over a period of a year or two years,

and this man was in the situation of having to discount every
receivable he got, having to discount these installment accounts,

taking the profit out of them by paying the discount, whereas his

supply source had a very rigid demand that the bill became payable
the minute the ice box or radio, or whatever it was, went out of the

store.

Mr. Nehemkis. Mr. Hopkins, you have indicated that the small
business man in the community which you studied was getting his

financial needs met by a device which you have described as supply
house banking. Did you find that there were any other agencies

which were aiding the small-business man outside of normal banking
channels ?

Mr. Hopkins. I did, and that brings me to the end of my picture.

There- was a large growth of the high interest loan business in Fall
River. This graded down from established commercial concerns,

whose rates of interest were on a fairly high basis, to outright loan
sharks who got as much as 35 percent for their money. And the

extent of that business, of course, couldn't be judged. It would
take a much better detective than I pretend to be to get the full

facts in that situation, but it was notorious in the community. One
curbstone operator who had no address at all was estimated by a

banker to have $200,000 outstanding in loans; another who was new
in the field was estimated to have already fifty thousand out, and
so on.

Tliese were individuals who had made little piles of money in the
past and businessmen of standing, long time businessmen in the com-
munity, were being driven there. I spoke to the head of a commer-
cial finance company who in addition to making loans to small busi-

ness was receiving fees from small business for managerial advice

and services. He stated that the banks were his best friends. The
phrase was : "The banks don't want to lend money to business. I do."

This high interest situation was fattening upon the town. I

learned of one manufacturer who wanted seventy-five thousand, had
to have it in a hurry because his supply house was shutting down
on him. He went to a loan concern and was told he could have the

$75,000 at a stated rate of interest, 8 percent, but it would cost him
$100,000 to get it back. He did not take the loan.

On legal record in the community was a lawsuit in which, to repay

a demand note of $30,000, a $3,000 interest, plus service charge, was
tacked on at the last minute, and the concern nearly went on the

rocks, freeing itself from that situation. It sued later and recovered

the indicated balance.
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But that situation was so frequently spoken of and so notorious

around Fall River that it unquestionably amounted to a leading,

outstanding phenomenon of the community—not to say that the com-
munity is unique in that respect.

Mr. Nehemkis. Mr. Chairman, I regret to have disappointed you.

We ran over 8 minutes the time I indicated the witness would have
completed his testimony.

The Chairman. It was very interesting testimony.

Tliank you very much, Mr. Hopkins.
The committee will stand in recess until 2 : 30 this afternoon.

(Whereupon, at 12:40 noon, a recess was taken until 2:30 p. m.
of the same day.)

AFTERNOON SESSION

The committee resumed at 2 : 45 p. m. on the expiration of the

recess.

Acting Chairman Reece. The committee will come to order, please.

Mr. Nehemkis, are you ready to proceed?
Mr. Nehemkis. I am, sir.

Acting Chairman Reece. Will you call your witness?

Mr. Nehemkis. Mr. Thomas W. Hellyer.

Acting Chairman Reece. Do you solemnly swear that the testimony
you are about to give in this proceeding shall be the truth, the whole
truth, and nothing but the truth, so help you God?
Mr, Hellyer. I do.

TESTIMONY OF THOMAS W. HELLYER, SECRETARY AND
TREASURER, COLUMBIA FEATHER CO., 1760 NORTH WOLCOTT
AVENUE, CHICAGO, ILL.

Mr. Nehemkis. Will you state your name, sir, and your address?

Mr. Hellyer. Thomas W. Hellyer, 1760 North Wolcott Avenue,
Chicago.
Mr. Nehemkis. Are you secretary and treasurer of the Columbia

Feather Co. of Chicago, 111.?

Mr. Hellyer. Yes, sir.

Mr. Nehemkis. Will you outline briefly the business of the Colum-
bia Feather Co.?
Mr. Hellyer. We are manufacturers of box springs, mattresses, and

pillows, selling to wholesale concerns, department stores, and that type
Df business.

Mr. Nehemkis. What are the total assets of your companv, Mr.
Hellyer?
Mr. Hellyer. As of November 30, 1938. they were approximately

$230,000.

Mr. Nehemkis. What do those assets consist of ?

Mr. Hellyer. Inventory, capital and surplus, accounts receivable.

Mr. Nehemkis. Could you indicate in a general way what your
average annual sales are ?

Mr. Hellyer. Between $650,000 and $750,000 a year.

Mr. Nehemkis. Has your company at various times in the past
few years made unsuccessful attempts to secure a line of credit from
your local banking connection ?

Mr. Hellyer. Yes, we have.
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Mr. Nehemkis. For what reasons, in your opinion, did the bank
decline to make the required loans?

Mr. Hellyer. Well, I think primarily on the basis of our current
position as to assets and liabilities.

Mr. Nehemkis. As far as you know, no other reasons?

Mr. Hellyer. No,
Mr. Nehemkis. Could you indicate in a general way for what pur-

poses the loans were sought?
Mr. Hellyer. The loans were sought to purchase inventories and

—

well, for the general running of the business.

Mr. Nehemkis. Did the company early in 1937 purchase the build-

ing which presently houses its operations ?

Mr. Hellyer. We did.

Mr. Nehemkis. Did the purchase of this building effect a strain on
your company's working capital position? Was the company during
the summer and early fall of 1937 again seeking loans from its local

banking connections?
Mr. Hellyer. Yes ; we were.

Mr. Nehemkis. Wliat was the result of your endeavor to obtain

a loan?
Mr. Hellyer. At that time we were able to obtain secured loans.

Mr. Nehemkis. What was the nature of the security?

Mr. Hellyer. Inventories primarily.

Mr. Nehemkis. Were they evidenced by warehouse receipts ?

Mr. Hellyer. Yes.
Mr. Nehemkis. Turning for a moment to your company's business

activities, at the time of your credit strain which you have alluded

to, did you have several very important customers?
Mr. Hellyer. Yes ; we did.

Mr. Nehemkis. Some of these customers had been very important
ones and significant to your business operations for many years past ?

Mr. Hellyer. Yes; they were vitally important to us.

Mr. Nehemkis. During November of 1937 did one or more of these

important customers to which you have just referred extend a loan
to the Columbia Feather Co. ?

Mr. Hellyer. They extended advances against future shipments;
yes, sir.

Mr. Nehemkis. One of these customers or more than one?
Mr. Hellyer. One.
Mr. Nehemkis. Just one. What were the terms of that loan ?

Mr. Hellyer. I am afraid I don't quite understand. You mean the
rate of interest ?

Mr. Nehemkis. Yes.
Mr. Hellyer. Rate of interest was between 4 and 5 percent.

Mr. Nehemkis. Suppose that important customer of yours haa
not come to your financial aid, what might have happened to your
company ?

Mr. Hellyer. Well, it probably would have meant the loss of that

customer because the financial assistance was in the nature of pur-

chasing materials to properly handle that account.

Mr. Nehemkis. What other methods, Mr. Hellyer, of financing has
your company employed in recent years—that is, aside from the

method of financing you have just described?
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Mr. Hellyer. The only other additional way we have had to raise

any funds has been by stockholders subscribing to additional shares

of stock.

Mr. Nehemkis. I wonder if you would describe briefly for the
committee, Mr. Hellyer, the process of borrowing money on ware-
house receipts.

Mr. Hellyer. Well, it simply consists of going down to the bank
and making application for the loan. They, in turn, instruct you to

take whatever inventory you want to take over to a bonded ware-
house, and the warehouse will issue a receipt for the goods which is

turned over to the bank as collateral. Each time you want to with-
draw any merchandise on that receipt you have got to take the
receipt back to the bank and get a release for a certain amount and
pay for whatever amount of goods you are going to take out.

Mr. Nehemkis. Do you regard that as a very desirable method
of financing small business enterprises ?

Mr. Hellyer. It is very undesirable.

Mr. Nehemkis. Wliy?
' Mr. Hellyer. It takes a great deal of time to go through all that
procedure, and the rate of interest is very high on it. Six percent for

a secured loan is a pretty high rate of interest these days.

Mr. Nehemkis. As the result of the aid which you received from
your principal customer w^iich you described a moment ago, is it not
true that your banking connection is willing to aid you with a line

of credit?

Mr. Hellyer. Yes. In the past 2 years we have made very
marked strides and can get anything we want now.
Mr. Nehemkis. But that results from the fact that you were aided

primarily in an early period by your principal customer?
Mr. Hellyer. Very much so; yes, sir.

Mr. Nehemkis. Mr. Hellyer, do you feel that some mechanics
might be provided for intermediate credit facilities in aid of small
business enterprises ?

Mr. Hellyer. I certainly do, and when I was asked to come down
here, I tried to think of some very sensible suggestions. The more
I thought about it, the more involved it became. This committee
has my heart felt sympathy in trying to work anything out, but
there is very definitely a decided need for something to be done.

(The chairman. Senator O'Mahoney, assumed the chair.)

Mr. Nehemkis. May I ask, Mr. Hellyer, whether, in your expe-
rience as a businessman in Chicago, the method of receiving aid which
you have described, namely through an important customer, is wide-
spread ?

Mr. Hellyer. I am really not in a position to answer that. I
think that it has been done in a great many instances with very
large customers. Of course, I think they would have to be tre-

mendous customers to go into a thing of that sort.

Mr. Nehemkis. Mr. Chairman, I haven't any further questions to

ask this witness at this time.

The Chairman. Do any members of the committee desire to address
any questions to the witness?
Mr. Meyers. How many employees does your company employ?
Mr. Hellyer. About 100 to 125.

Mr. Meyers. Is your company incorporated ?
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Mr. Hellyer. Yes ; it is.

Mr. Meyers. What is your capital structure ?

Mr. Hellyer. You mean our capital and surplus?

Mr. Meyers. Your stocks and bonds.

Mr. Heixyer. Our outstanding capital as of November 30, 1938,

was $80,000.

Mr. Meyers. Do you have any bonds outstanding—stocks and
bonds or just common stock?

Mr. Hellyer. Just common stock, which is held entirely by the

officers of the company.
The Chairman. Are there any other questions? Thank you very

much, sir.

(The witness, Mr. Hellyer, was excused.)

The Chairman. Call the next witness, please.

Mr. Nehemkis. Mr. S. V. P. Quackenbush. Scranton, Pa.

The Chairman. Do you solemnly swear the testimony you are

about to give in this proceeding shall be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Quackenbush. I do.

TESTIMONY OF S. V. P. QUACKENBUSH, PRESIDENT, SCRANTON
CHAMBER OF COMMERCE, SCRANTON, PA.

Mr. Nehemkis. Will you state your name and residence, please?
Mr. Quackenbush. S. V. P. Quackenbush; residence, Clark Sum-

mit, Pa.
Mr. Nehemkis. What is your business, Mr. Quackenbush?
Mr. Quackenbush. Warehousing and leasing of industrial space.

Mr. Nehemkis. Besides operating your company, you own and
manage several business properties in the vicinity of Scranton, do
you not?
Mr. Quackenbush. That is right.

Mr. Nehemkis. Those properties at present house many small
business enterprises, do they not?
Mr. Quackenbush. They do.

Mr. Nehemkis. Does your relationship bring you into intimate

contact with these small-business enterprises?

Mr. Quackenbush. Yes.
Mr. Nehemkis. To such an extent that you are familiar with their

problems of financing?
Mr. Quackenbush. Yes..

Mr. Nehemkis. You are also connected with the company which
owns and controls a large industrial property in Philadelphia, are

you not?
Mr. Quackenbush. Yes.

Mr. Nehemkis. And this property is occupied by a number of

small businesses?

Mr. Quackenbush. It is.

Mr. Nehemkis. Does the same relationship exist between you and
these companies as with those companies in the Scranton area?

Mr. Quackenbush. It does.

Mr. Nehemkis. And I take it you are familiar with their financial

needs, are you not?
Mr. Quackenbush. I am.
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Mr. Nehemkis. You are presently active in the Scranton Chamber
of Commerce?
Mr. QuACKENBusH. I am.
Mr. Nehemkis, You are the president, I believe.

Mr. Quackenbush. Yes.

Mr. Nehemkis. In this capacity do you have occasion to examine
into the present status of small business enterprises ?

Mr. QuACKENBusH. Yes.
Mr. Nehemkis. And to explore their financial needs?
Mr. Quackenbush. Yes.

Mr. Nehemkis. As a result of this, I take it, you are familiar with
the problems of a great number of small business enterprises in your
area.

Mr. Quackenbush. Yes ; I am.
Mr. Nehemkis. Have you examined into the possibilities of meeting

these problems with the existing financial machinery?
Mr. Quackenbush. Yes, sir.

Mr. Nehemkis. I take it that in your own business enterprises you
have always been able to meet your financial problems.
Mr. Quackenbush. That is right.

Mr. Nehemkis. Are you interested in any proposals to establish new
enterprises ?

Mr. Quackenbush. Yes, sir.

Mr. Nehemkis. I suppose here again the problem of financing looms
very large, does it not ?

Mr. Quackenbush. It does.

Mr. Nehemkis. Have you reached any definite conclusions regard-
ing the capital and credit needs of small business enterprises with
particular reference to your own locality at Scranton ?

Mr. Quachenbush. I have.
Mr. Nehemkis. What are those conclusions; will you state them

briefly, sir ?

credit needs or small business—THE situation in scranton area

Mr. Quackenbush. I will start by telling you that for the past
25 years, in a rapidly and fundamentally changing business, that I
have been able to solve my own economic problems. Whatever I

have to say is constructive and not punitive. But what I would most
like to do is to run my own business and paddle my own canoe.

From my observations, the credit needs as such are amply taken
care of in the eastern part of Pennsylvania, in the territory that I
am quite familiar with. Wliat we need is capital, or venture
money. As I understand the banking laws, they were set up for

credit needs, to take care of commodities, automobiles, and so forth,

that accumulated in inventories during certain times of the year
and were distributed throughout the balance of the year. In our
own business, 10, 15, 20 years ago, the warehousing business, we
loaned an average of a million and a half dollars continuously
on commodities, automobiles, and so forth, in storage. Today, our
loans amount to about $42,000. This is rather fragmentary.
Mr. Nehemkis. That is perfectly all right. I am sure you are

telling the committee a very interesting picture of your region.

Just 2:0 ahead.



3904 CONCENTRATION OF ECONOMIC POWER

Mr. QuACKENBusH. Ill my judgment, organized banking elimi-

nates local competition. By organized banlving I mean clearing
house associations, and so forth. The rate of interest in our terri-

tory ranges from 6 percent down to a half of 1 percent, which is

a spread of 87i/2 percent in the value of this commodity. I don't
know of any other commodity, regardless of the size or the credit

standing of the purchaser; where there is a spread of 87l^ percent.

It might be 2 percent or 3 percent, but not 871/2 percent, such as

there is in money.
I am interested in one company that has 10 plants throughout

southern New York State and eastern Pennsylvania. If we should
go to the bank in any one of the cities in which we operate for that

local plant to borrow monej^, they would have to pay 6 percent
interest. But the plant we have in Binghamton can go to Elmira
and borrow that same money for 3 percent and Elmira goes to Scran-
ton and borrows for 3 percent, and Scranton goes to Wilkes-Barre
and so forth, all around the circle, so we get the money for 3 percent

but couldn't borrow it in the local community.
The Chairman. Let me get that, Mr. Quackenbush, a little more

clearly. These several plants, 10 in number, are under the same
ownership ?

Mr. Quackenbush. That is right.

The Chairman. And a plant in a particular town couldn't borrow
money in the local bank ?

Mr. Quackenbush. That is right.

The Chairman. Well, of course, the plant wouldn't borrow the
money ; it would be the company ?

Mr. Quackenbush. They could borrow the money, but they would
haA^e to pay 6-percent interest.

The Chairman. But one could who owns the plants?
Mr. Quackenbush. That is right.

The Chairman. And am I to understand that this corporation
could not go to the bank in the same community in which a particu-

lar plant is located and borrow money for less than 6 percent for

that plant ?

Mr. Quackenbush. That is right.

The Chairman. But could borrow it at less than 6 percent for a

plant in another community?
Mr. Quackenbush. That is right.

The Chairman. Well, what is the explanation of that curious situ-

ation ?

Mr. Quackenbush. Well, one is a local borrower and the other is

a foreign borrower.
The Chairman. Well, it is the same company that is borrowing?
Mr. Quackenbush. I can't answer that, but the fact remains that

that is the situation.

The Chairman. Can you give us a specific instance of just how it

happened? Could you give us an instance?

Mr. Quackenbush. Well, the Binghamton plant goes to a bank in

Elmira and borrows the money for the Binghamton plant at 3-

percent interest.

The Chairman. What is the name of your corporation?

Mr. Quackenbush. I prefer not to answer.



CONCENTRATION OF ECONOMIC POWER 3905

The Chairman. I thought you were referring to your own per-

sonal corporation.
Mr. QuACKENBUSH. I am referring to a corporation that I have a

very heavy stock interest in.

The Chairman, Then you prefer not to mention it? Very well.

I won't pursue that inquiry, then.

Mr. QuACKENBUSH. This gentleman [referring to Mr. Nehemkis]
knows the name of the corporation, but I would rather it wouldnt
go into the record.

Mr. Nehemkis. Will you continue, Mr. Quackenbush, please?

Mr. QuACKENBUSH. We have great difficulty in our territory of
raising sums from ten to twenty-five or one hundred thousand dollars

to establish commercial or industrial developments that seem to

have all the elements of a successful operation. Yet in the Scranton
area last year there were $8,000,000 of baby bonds which yield about
114 percent purchased. My thought of the reason for this is the
fear and uncertainty that exists in this country.
Mr. Nehemkis. May I just interrupt you, Mr. Quackenbush? Do I

understand that in your local community 8 million dollars' worth
of baby bonds were purchased by the citizens of that community ?

Mr. QuACKENBUSH. That is right.

Mr. Nehemkis. That is what you said?

Mr. QuACKENBUSH. Yes, sir.

Mr. Nehemkis. Will you continue?
Mr. Quackenbush. I also said that you couldn't raise any money

to create or to help local industries, either starting to exist or to

expand. I think the reason for this is occasioned by fear and un-
certainty, and I think that the uncertainty is largely accounted for
because of lack of definite long term government policies, and when
I speak of governments, I mean national. State, and municipal. In
my mind the banking laws were set up to take care of the credit

need that has shrunk to a very considerable extent since the banking
laws were written, and the credit facilities have expanded very ma-
terially since that time. I also can't help but believe that some of
your older bankers, if they had been in other occupations, industrial

or commercial, could have seen the needs of the country and had
some changes made in their banking laws from time to time, and
we wouldn't have to depend upon banking laws that cater almost
entirely to credit needs and not to capital or venture money needs.

I also think there is a predetermined prejudice among many banks
against small borrowers.
Mr. Nehemkis. You are addressing yourself, I take it, Mr. Quack-

enbush, to the banks in your community, that you are familiar with?
Mr. QuACKENBUSH. The ones that I am familiar with, yes, of

course. Now, that prejudice might be race or it might be class of
business, or some other bad experience they had years ago, that they
are still against anything with that label on. To my mind there are
just as able men today making two to three thousand dollars a year
as some that are makiii^ $50,000 a year, if they had the chance to

use their brains and efforts and inventions, and so on, that they
possess.

For several years I have been trying to work out something that
will help those who are willing to struggle and sacrifice to create
production. I had in mind a set up somewhat similar to the Mead
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bill. I think the thought back of that is excellent. I think the bill

itself is as full of holes as a sieve. I am perfectly willing to tell you
why I think so, if you wish to ask me.

I end up by saying that the President recently mentioned the sub-

merged classes, and to my mind the small-business man is one of the

leading objects of the submerged class.

Mr. Nehemkis. That is all you wish to say, Mr. Quackenbusli ?

Mr. QuACKENBusH. Uuless you wish to ask me some questions.

Mr. Nehemkis. I have no further questions, Mr. Chairman.
The Chairman. Mr. Quackenbush, have any opportunities for

venture capital in your area come to your notice?

Mr. Quackenbush. Many.
The Chairman. For example?
Mr. Quackenbush. One of the principal instruments for getting

anthracite or other coal out of the mines where the veins are shallow

is a shaker chute. That is simply a process of putting this chute

in a shallow vein and it works like that [illustrating a backward]
and forward movement] and shoots the coal from the face of the

seam out to the coal cars. That might be several hundred feet. The
best shaker chute made was made by Eichoff Bros, in Germany. They
have had to discontinue shipping to this country because they

couldn't get the iron to make the shaker chute, and send it over here.

That happened a year and a half or 2 years ago.

I have been trying to raise capital to produce that product in

Scranton, and unsuccessfully so far.

The Chairman. Is there a market for the chute?

Mr. Quackenbush. Very definite market for it; yes, sir.

The Chairman. And no one is manufacturing that chute now?
Mr. Quackenbush. No one in this country; no.

The Chairman. Well, it is not being manufactured abroad, or at

least not

Mr. Quackenbush. It isn't being imported; no.

The Chairman. Those could be sold if they were available?

Mr. Quackenbush. There is an active demand for them by the coal

companies. They want them ; they just can't get them.

The Chairman. Have you the means of manufacturing them?
Mr. Quackenbush. We have plants up there, a ])lant up there, that

is about 90 percent equipped to manufacture this equipment. It

would probably take an investment of $25,000 in other machinery
to produce this product.

The Chairman. The banks have not been willing to advance this

money ?

Mr. Quackenbush. Not so far.

The Chairman. Have any individuals who desire to venture capi-

tal discussed it with you ?

Mr. Quackenbush. I can't find those individuals.

The Chairman. But there are individuals who have idle money,
are there not?
Mr. Quackenbush. Oh, yes.

The Chairman. But here you have a market for a product which
you have a right to manufacture, that could be obtained ?

Mr. Quackenbush. That is right.

The Chairman. Do you kuow of any other opportunity?
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Mr, QuACKENBUSH. Yes ; we have in Scranton the American Eecord

Co. that made, in 1929, 27,000,000 phonograph records. The history

of phonograph records was a rise np to 127,000,000 records in 1929

and a drop to 7,000,000 records in 1934. There were 14 people manu-
facturing—14 concerns manufacturing records in 1929—and now
there are but 3 in the field. The sale of phonograph records has

increased from 7,000,000 in 1934 to 50,000,000 records in 1938. We
have a plant that is 80 percent equipped, built for the manufacture

of records, and 80 percent equipped for that purpose.

The plant represents an investment of half a million dollars and

$35,000 in additional equipment, plus the needed working capital

would start that plant up to employ 400 people, and we can't even

get the money to do that.

The Chairman. Well, to wdiat do you ascribe the reduction of the

number of companies which are engaged in producing records from

14 in 1929 to 3 at the present time?

Mr. QuACiiENBUSH. The shrinkage in the sale of records from

127,000,000 records in 1929 to 7,000,000 records in 1934.

The Chairman. Did 11 of these companies fail or were they

absorbed ?

Mr. QuACKENBUSH. Well, I don't know of any that actually failed,

but they were either absorbed or liquidated.

The Chairman. Well, how many were absorbed?

Mr. QuACKENBUSH. I dou't know.

The Chairman. This survivorship of only three is not due par-

ticularly to combinations in mergers but merely to the production of

the business?

Mr. QuACKENBUSH. That is right.

The Chairman. But now the business is coming up again?

Mr. QuACKENBUSH. That is right.

The Chairman. But you can get no venture capital ?

Mr. QuACKENBUSH. That is right.

The Chairman. May that not be due to a fear that the market is

not sufficiently stable to justify the investment of capital?

Mr. QuACKENBUSH. That is not the answer I have gotten in the

search for these funds.

The Chairman. What has been the answ^er?

Mr. QuACKENBUSH. Well, the people that have the money say,

"Why should I invest my money in it ? If I make 100 percent on the

money it will cost me 50 or 60 percent of it for taxes, and I have got

enough." The fellow that wants to get into it and wants to build

up a business, he doesn't have the money to put into it.

The Chairman. In other words, your thought is if the tax policy

which would reward the venture of capital w^ere developed the oppor-

tunity might present itself.

Mr. QuACKENBUSH. I think the funds are there; yes.

The Chairman. Are there any other opportunities?

Mr. QuACKENBUSH. Yes : we have a concern manufacturing grate

bars for the burning of anthracite coal. I have been in the industrial

building game for a great many years, and it has been a difficult

problem to find grates that will burn anthracite coal for what we

call the intermediate-sized plants, 30 horsepower, for instance. The
domestic size is pretty well taken care of, and the large industrial

size—there is plenty of equipment to handle that.
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Living right in Scranton, I spent 2 years trying to find some equip-
ment that would take care of this intermediate size boiler. Finally
I gave it up, and I wrote to an engineer in New York and asked
him to find the equipment for me. The second day after I got a
letter back saying, "Why, the Carbondale Grate Bar Co. in your own
city makes the best equipment of that kind." Well, I finally located
them, and while they make this very valuable equipment, they only
have a very small office. They have all of their castings, and so forth,
made and machined outside of their own place because they don't
have the means to finance it. Now, there is an outfit that has some-
thing that the country, especially the anthracite burning part of the
country, is very badly in need of, but they can't even advertise the
fact in our own town that they have that equipment.
The Chairman. Why can't they advertise it ?

Mr. QuACKENBUSH. They haven't the money. They haven't the
money to progress the production and the sale of it.

The Chairman. How much money is needed there ?

Mr. QuACKENBUSH. Well, of course, a start in the local community
could be made with probably $25,000. It would cost considerably
more than that if they are going to extend their operations through-
out the entire anthracite-burning area.

The Chairman. But in your opinion the investment of $25,000
could be very safely made in that particular production ?

Mr. QuACKENBUSH. I Certainly think it could
;
yes.

The Chairman. Without going into any catalog of opportunities,
could you venture an opinion as to the amount of capital which might
be profitably invested in your area but which caimot now be invested
for one reason or another?
Mr. QuACKENBUSH. I would say from five to fifteen million dollars.
The Chairman. How much employment would that make?
Mr. QuACKENBUSH. I think it would absorb our entire unemploy-

ment of about 17,000 people in Lackawanna County.
The Chairman. You are giving that opinion to us as a considered

judgment, after having surveyed the situation?
Mr. QuACKENBUSH. I am.
The Chairman. You are the head of the chamber of commerce of

that community?
Mr. QuACKENBUSH. That is right.

The Chairman. And the banks are unwilling or unable to cooperate
in doing this?

Mr. QuACKENBUSH. I think they are unable to.

The Chairman. Why unable ?

Mr. QuACKENBUSH. Becausc it isn't credit money, it is capital.

The Chairman. Because it is venture money?
Mr. QuACKENBUSH. It is venture money ; it is capital.

The Chairman. Are there any other questions ?

Representative Reece. In the cases which you mentioned, would
the banks be willing or be in a position to participate in the raising
of money to start these new enterprises if there were some local people'
who were willing to come in and put up part of the money ? „

'

Mr. QuACKENBUSH. Yes ; I am sure they would. In this record;
situation that I speak of one of the banks agreed to advance 80
percent of it, providing I would endorse it, but of course I couldn't do^
that with all of them.
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Representative Reece. It is not an unusual banking practice, is it,

for a banker to expect the local people to put up some money to start

a new business ?

Mr. QuACKENBUSH, Why, I think that is imperative that it should

be done.
Representative Reece, In any of these cases did you discuss with

the R. F. C. the possibility of getting advances for the purpose of

financing ?

Mr. QuACKENBUSH. Not in the last year and a half or 2 years.

The Chairman. In other words, this is all a question of capital

credit, and not commercial credit.

Mr. QuACKENBUSH. That is right.

The CHAHfMAN. Are there any other questions ?

Thank you very much, Mr. Witness.

(Mr. Quackenbush was excused from the stand.)

The Chairman. Who is your next witness ?
_

Mr. Nehemkis. Mr. E. L. Nicolay, of Detroit, Mich.

Mr. Chairman, my associate, Mr. Kelley, will examine the witness.

The Chairman. Very well.

Do you solemnly swear that the testimony you are about to give in

this proceeding shall be the truth, the whole truth, and nothing but

the truth, so help you God ?

Mr. Nicolay. I do.

TESTIMONY OF E. I. NICOLAY, PRESIDENT, NICOLAY-DANCEY, INC.,

DETROIT, MICH.

Mr. Kelley. Will you state your full name and your residence,

Mr. Nicolay?
Mr. Nicolay. Ernest L. Nicolay; residence, Detroit; business ad-

dress, 5801* Grandy Avenue.
Mr. Kelley. You are connected with the corporation known as

Nicolay-Dancey, Inc. ?

Mr. Nicolay. That is right.

Mr. Kelley. You hold the position of president in that corpora-

tion.

Mr. Nicolay. Correct, sir.

Mr. Kelley. When was it organized?

Mr. Nicolay. 1927.

Mr. Kelley. At the time of its organization was it organized to

start a new business in which you and one or more associates were
interested ; is that right ?

Mr. Nicolay. That is right.

Mr. Kelley. Will you state the nature of that business?

Mr. Nicolay. We organized to manufacture food products, pri-

marily food specialties, potato chips and shoestring potatoes.

Mr. Kelley. What are shoestring potatoes?

Mr. Nicolay. Well, a product very similar to potato chips, different

in form.
Mr. Kelley. Now, briefly, what do you do, buy the potatoes,

process them and then pack them?
Mr. Nicolay. That is right.

Mr. Kelley. How are they packed, in cans?
Mr. Nicolay. In cans.
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Mr. Kellet. The record here indicates, Mr. Nicolay, that your busi-

ness has enjoyed a very rapid expansion in the last few years. Is

that correct?

Mr. Nicolay. It has.

Mr. Kelley. To the extent of a 25-percent increase every year dur-
ing the last 5 years ?

Mr. Nicolay. During the last 5 years.

Mr. Kelley. What are your estimated sales for the current year,

if you have an estimate?
Mr. Nicolay. Well, it would be upward of four hundred thousand.
Mr. Kelley. At least four hundred thousand.
Mr. Nicolay. Yes.
Mr. Kelley. How about the profit side of your business?
Mr, Nicolay. We have had a profit in each year in the last 5 years.

Mr. Kelley. Your total assets as shown by your last balance sheet
were about $113,000.
Mr. Nicolay. That is correct.

Mr. Kelley. In setting up your balance sheet, do you take a re-

serve for bad or doubtful debts or accounts receivable?
Mr. Nicolay. Yes; we do.

Mr. Kelley. Do you depreciate your plant and equipment ?

Mr. Nicolay. Fully.

Mr. Kelley. So that the figure of $113,000 is the stated value of
your assets after reserve for bad or doubtful accounts receivable and
after depreciation of plant and equipment.
Mr. Nicolay. That is right.

(Representative Reece assumed the Chair.)
Mr. Kelley. Speaking generally, are your books and accounts

kept and rendered in accordance with sound accounting practices?

Mr. Nicolay. We have a certified public accountant come in once
a year and throughout the year they are under his direction in ac-

counting procedure all through the year.

Mr. Kelley. So that when you state that your company has shown
a profit in every one of these years, you are reasonably certain that
all elements of cost of goods sold have been reflected before the

profit is stated?

Mr. Nicolay. Yes; we are.

Mr. Kelley. What is the situation with your suppliers of pota-

toes? Do they extend credit to you or do you have to pay them
cash ?

Mr. Nicolay. No; potatoes being a farm commodity, of course,

they are sold for cash.

Mr. Kelley. How about the cans?
Mr. Nicolay. Well, the particular cans we use the most of the

can manufacturers are committed to a policy of prompt payment, to

a policy of cash. That is what is known as packers can, and they
don't extend terms to anybody on that particular item.

Mr. Kelley. You do get some credit from some of your other sup-

pliers, don't you?
Mr. Nicolay. From the people that vend the cooking medium,

the cooking fat to us, and others, paper suppliers and the like.

Mr. Kelley. In view of the fact that you have to pay cash for

potatoes and cash for cans and in view of the fact that you have to
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process the potatoes and pack them in the cans, I suppose you have
a pretty constant need of a revolving fund of working capital.

Mr. NicoLAY. That is correct; we do.

Mr. Kelley. Do you extend credit to your trade when you sell

and deliver your product?
Mr. NicolaY. For the most part we do.

Mr. Kelley. Do you sell to both jobbers and retailers or jobbers

alone ?

Mr. NiGOLAY. No; we sell to both.

Mr. Kelley. Have you had the experience recently of having to

turn down orders for your product because of lack of working
lapital ?

Mr. NicoLAY. We did that about sixty days ago.

Mr. Kelley. What was the amount roughly of the orders that you
:urn down?
Mr. NicoLAY. Well, the initial orders amounted to about $10,000.

3f course, that was only the initial orders. The business would con-

tinue to flow to us throughout the year and it probably would have
7un in excess of that several times.

Mr. Kelley. In other words, you lost $10,000 of initial orders and
^ou may have lost more or less permanently some pretty good
;ustomers.

Mr. NicoLAY. That is correct.

Mr. Kelley. How much capital, both working and otherwise,

io you feel that you could profitably and properly use in your
enterprise ?

Mr. NicoLAY. We could profitably use about $25,000 in a revolving
'und.

Mr. Kelley. That is straight working capital.

Mr. NicoLAY. Yes.
Mr. Kelley. Had you had that amount of $25,000 sixty days ago,

)f course, you wouldn't have had to turn down that business.

Mr. NicoLAY. That is correct .

Mr. Kelley. What other effect on your operations do you estimate
he granting of $25,000 working capital fund at that time might have
lone? Wliat savings in operations, if any, would you have?
Mr. NicoLAY. Well, it would permit us to take a great many cash

liscounts which we have to sacrifice for lack of capital.

Mr. Kelley. You also made reference in one of your statements
o our investigators that you had some need for about $15,000 equity
apital, in other words, capital over and above that $25,000 revolving
'und that you just referred. What benefits would your business
experience in your judgment had you had that $15,000 additional
apital.

Mr. NicoLAY. Well, at the present time we would have to depend
ipon the capital for equity capital, that is for plant and expansion,
ind so forth, on the suppliers of the equipment, automobile equip-
nent, and the manufacturing equipment. Of course, that is worked
)n a carrying charge basis where the charge is so much additional for
he unpaid balance which really amounts to 10 or 11 percent a year,
md if we had some equity capital, of course, we could effect a saving
here of 4 or 5 percent.

Mr. Kelley. I take it you have experienced some need for plant
eplacement in your business from time to time.
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Mr. NicoLAY. Yes; we do. When our sales are increasing such as
they have we have moved twice in the last 7 years because of out-
growing our space.

Mr. Kelley. How many people does your company employ now?
Mr. NicoLAY. Well, we are employing about 125 at the present time.
Mr. Kelley. Now, assuming that there were available to you the

total of $40,000 of capital, twenty-five revolving fund plus the fifteen

equity that you referred to, how many more people do you estimate
that you might regularly and continuously employ ?

Mr. NicoLAY. Well, I would estimate within the space of a few
months that we would employ at least 35 more.
Mr. Kelley. Would the supplying of that additional amount of

capital or perhaps some greater or less amount operate to reduce the
cost of your goods sold?
Mr. NicoLAY. Yes; it would.
Mr, Kelley. It might coiiceivably reflect itself in a lower cost to

the consumer; is that right?
Mr. NicoLAY. That is correct.

Mr. Kelley. Is there much competition in your line?

Mr. NicoLAY. We have considerable.

Mr. Kelley. I noticed in your balance sheet that there was some
reference made to the fact that the company owed you and your asso-

ciate, Mr. Dancey, a certain amount of money. If I recall it, roughly
about $7,000.

Mr. NicoLAY. Yes.
Mr. Kelley. What does that represent?
Mr, NicoLAY. That represents unwithdrawn salaries.

Mr. Kelley. In other words, you work for the company and left

in it that which otherwise you would have been entitled to withdraw
as salaries for your respective services?

Mr. NicolaY. That is correct.

Mr. Kelley. Have you had any occasion to apply to banks for

loans ?

Mr. Nic»LAY. Yes ; we have on a number of occasions, particularly

during the last—well, since the first of the year.

Mr. Kelley. How did you make out?
Mr. NicoLAY. Well, we haven't been able to obtain any line of

credit.

Mr. Kelley. Did they refuse you outright or did they want col-

lateral, or what was the situation?

Mr, NicoLAY, Well, they seemed to indicate that they are com-
mitted to a short-term loan, which wouldn't be of any great benefit

to us.

Mr. Kelley. You need a long-term supply of capital for both of

the purposes you mentioned ?

Mr. NicoLAY. Ninety clays seemed to be the limit of the loan which
they will make.
Mr. Kelley. How many stockholders do you have ?

Mr. Ntcolay. Just two, Mr. Dancey and myself.
Mr. Kelley. I take it that your own personal resources have been

more or less exhausted in building the business up to the point where
it is now.
Mr. NicolaY. That is right.
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Mr. Kelley. No further questions. Have you any, Mr. Neliemkis?

Mr. Nehemkis. No.
Mr. Kelley. Mr. Chairman?
Acting Chairman Reece. Are there any questions?

I guess there are none. Thank you very much.
(Mr. Nicolay was excused from the stand.)

Mr, Nehemkis. Mr. Otto Eisenschiml is the next witness.

Acting Chairman Reece. Do you solemnly swear that the testimony
you are about to give in these proceedings shall be the truth, the

w^hole truth, and nothing but the truth?

Mr. Eisenschiml. I do.

TESTIMONY OF OTTO EISENSCHIML, PRESIDENT, SCIENTIFIC OIL

COMPOUNDING CO., CHICAGO, ILL.

Mr. Kelley. Will you be seated, Mr. Eisenschiml, and state for

the record your full name and residence address ?

Mr. Eisenschiml. Otto Eisenschiml, 1641 South Kilbourn Avenue,
Chicago.
Mr. Kelley. What is your business affiliation ?

Mr. Eisenschiml. I am president of the Scientific Oil Compound-
ing Co.
Mr. Kelley. That is a concern that does business in the city of

Chicago ?

Mr. Eisenschiml. Yes.
Mr. Kelley. Will you state to the committee how it was that you

came to interest yourself in the needs of small business?

Mr. Eisenschiml. We have a number of small accounts that we
serve, that are in weak financial condition. They are practically on
a c. o. d. basis with everyone. They are able people and amiable
people, capable, but they have no working capital, and I tried to

develop a scheme by which these people could obtain credit, either

from the banks or from the supply houses, in spite of their impaired
financial situation.

The scheme which I developed, which I am about to submit to you
gentlemen, is designed to help people get credit, although from a
banking point of view and from a general credit point of view they
are not worthy of it. It sounds like a Utopian statement, but I think
the scheme is founded on sound business principles. To illustrate:

the company which we have designated as Company A, which has
no credit standing in the community, secures an order for a product
which is about to be manufactured. They are unable to fill the order
because they are unable to get their raw materials on credit and they
have no cash with wdiich to buy. I suggest that the whole transaction
be lifted out of the business structure of Company A and trusteed.
The trustee will have this order assigned to him, will requisition the
necessary materials, will collect the money after the goods have been
delivered, and will prorate the proceeds among the people who con-
tributed the materials that went into the manufactured product.
At the present time this scheme is not w^orkable because company A

is in financial straits; it may have suits pending against it; it may
go into bankruptcy while the transaction is being wound up. In
order to prevent this, I suggest legislation that makes the trusteeing
of this transaction possible. As soon as the order is secured and the

I
124491—40—pt. 9 28
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trustee has been designated (probably the credit manager of the con-

cern most heavily involved) the transaction Avould be carried on much
along the lines of a chattel mortgage. It becomes exempt from
attachment on the part of any old creditor. When the money is

received for the bill, the trustee receives it. Then the shares go to

the people who participate and the remainder which is profit goes to

company A, and then becomes subject, of course, to the claims of the

old creditors.

The cost of this scheme would be practically nil. There would be

no 18 percent per annum, or any such burden put on company A
The trustee would work for nothing because he is a credit man who is

looking after the interests of his own firm. The risk involved would
be very small. The risk would then consist of the following points:

First, the credit rating of the concern to whom this material is being
sold. That credit risk is being investigated by six or seven credit

men, representing six or seven houses who are entering this trans-

action. Second, the honesty of the man in charge of company A.
He might conceivably misuse the goods entrusted to him for a certain

j)urpose. And third, the ability of the man to manufacture the order
satisfactorily, so that the trustee may not find himself in the posses-

sion of a lot of rejected merchandise.
Those are the only features that need be considered, and as they

arc under the joint supervision of several credit men who know the

local circumstances, the risk should be very small.

In case of individual small operators like contractors, the scheme
would also work very well. To illustrate again, a painter secures the

contract for redecorating a house owned by a reputable party. He
has no money to buy brushes, paint, and other materials that go into

the task which he has obligated himself for. He goes to a store. The
store refuses him credit, very properly, because the man is known to

owe everybody in town—the butcher, baker, and candlestick maker.
To make this scheme work, the transaction is trusteed with an officer

of the local bank most likely acting as a trustee for very small com-
pensation, or no compensation at all. When the work is completed,
the money is paid to the trustee, who in turn gives the painter what
is due him and to his raw-material supply houses what is due them,
and thereby enables this operator to continue working.
There would be no further machinery necessary to set this scheme

into motion. The enactment of a bill to make a trusteeship like

that possible is all that is necessary, and I have found that since

the time I was subpenaed to appear here, to the present day, a bill to

this effect has been introduced in the House, of which I want to

offer a copy in evidence.

Mr. Keli.f.y. You may just identify it by House of Representatives
bill number.

Mr. EiSENSCHTML. It is House bill 6448, dated May 22, 1939.

Mr. KJELLEY. Have you had actual experience with the working
of this trust scheme in practice ?

Mr. EisENSCHiML. Yes ; I have, repeatedly, but always under great

danger. I remember one case in particular where a paint and varnish
concern in Chicago, which was on the point of bankruptcy, secured
an order for two carloads of paint, with an estimated sales value of

$20,000. I don't know that anyone in the Chicago district would
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have let them have more than $5 worth of merchandise, except against
cash on delivery. There was no suit pending against this concern.
There seemed to be no danger of interruption from outside sources.

The old creditors, who were lined up, agreed to stand by and let

this transaction go through. A pool was formed by people who fur-

nished the necessary white lead, linseed oil, and other ingredients that
: went into that paint. The paint was manufactured, delivered, the

i
money collected by the trustee, with a resulting profit of $2,000 for

j

this concern. It is very seldom that a transaction like this today
can be undertaken, because to line up the old creditors and to ascer-

tain that there are no suits pending or lurking in the background is

a very difficult and responsible task which ordinarily people do not
wish to undertake.
Mr. Kelley. The actual operation of that scheme on a large scale

would involve an amendment to the existing Federal bankruptcy act,

would it not, so as to enable the persons who supplied the raw ma-
terials that went into that load of paint either to reclaim the paint
or reclaim the proceeds of it from any trustee in bankruptcy?
. Mr. EiSENscHiML.. That is right.

Mr. Kelley. That is the specific danger right now, is it not ?

Mr. EisENscHiML. That is correct.

Mr. Kelley. And it fits a situation where the supplier can protect
himself by an ordinary chattel lien, like a chattel mortgage trust

receipt and conditional bill of sale ; is that it ?

Mr. EiSENscHiML. Not at the present time.

Mr. Kelly. Of course, I don't understand that you are advocat-
ing the extension of the benefits of this scheme to people who are a
bad moral risk, are you?
Mr. EisENscHiML. Certainly not. People who are either inefficient,

lazy, or dishonest, this scheme will not cover, and I don't know any
scheme that will.

Mr. Kelley. In other words, like in most commercial transactions,
the personal equation still enters into it.

Mr. Eisenschiml. Positively.

Mr. Kelley. Have you any questions, Mr. Nehemkis? Mr. Chair-
man?

Acting Chairman Reece. Are there any questions by the committee ?

Mr. O'CoNNELL. I didn't understand about the line of business
you are in.

Mr. EisENCHiML. Vegetable oils.

Mr. O'CoNNELL. As a manufacturer?
Mr. EiSENCHiML. As a distributor, mostly.
Mr. O'CoNNELL. And to whom do you sell?

Mr. EisENCHiML. To people in the paint and varnish manufac-
turing line.

Acting Chairman Reece. You may be excused. We appreciate your
appearance.

(The witness, Mr. Eisenschiml, excused.)
Acting Chairman Reece. Call the next witness.
Mr. Nehemkis. Mr. Edwin J. Trinklein, Detroit, Mich.
Acting Chairman Reece. Do you solemnly swear the testimony

you are about to give in this proceeding shall be the truth, the whole
truth, and nothing but the truth, so help you God ?

Mr. Trinklein. I do.
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TESTIMONY OF EDWIN J. TRINKLEIN, PRESIDENT, AIR-0-CEL

INDUSTRIES, INC., DETROIT, MICH.

r

Mr. Kellet. Will you state your full name and address for the

record ?

Mr. Trinklein. Edwin J. Trinklein; residence, Y41 West Euclid

Avenue, Detroit, Mich.
Mr. Kelley. What is your business connection?

Mr. Trinklein. I am president of the Air-0-Cel Industries, Inc.

Mr. Kelley. And where is that located ?

Mr. Trinklein. 11616 Cloverdale Avenue, Detroit, Mich.
Mr. Kelley. How long have you been associated with that com-

pany?
Mr. Trinklein. Since 1930.

Mr. Kelley. It is a corporation, is it not ?

Mr. Trinklein. A Michigan corporation
;
yes.

Mr. Kelley. Does it have a large or small number of stockholders?

Mr. Trinklein. We have about 18 or 19; mostly held by 3 or 4

stockholders.

Mr. Kelley. All local people?

Mr. Trinklein. All Michigan people.

Mr. Kelley. Will you explain to the committee the business that

your corporation is engaged in ? I think there are two phases to it, if

I remember correctly.

Mr. Trinklein. There are. The major part of this company's busi-

ness is residential insulation.

Mr. Kelley. Tell the committee for its benefit just what the rela-

tionship is of residential insulation to air cooling and heating.

Mr. Trinklein. Since the advent of air conditioning systems in

houses and homes, and the oil-burning systems in houses and homes, it

has been necessary to obtain some kind of insulation to keep the heat

in in the wintertime and to keep the cold out in the winter.

Mr. Kelley. You mean to keep the cold out in the wintertime and

the heat out in the summertime.
Mr. Trinklein. That is right.

Mr. Kelley. That is something of a new industry, is it not ?

Mr. Trinklein. It is a very new industry, because otherw^ise the

systems would be too expensive ; they could not be used.

Mr. Kelley. So that the installation of the type of insulation that

your company turns out effects a saving for the home owner in his

air cooling and heating bill; is that right?

Mr. Trinklein. Yes ; it effects a large saving and gives him added

comfort besides.

Mr. Kelley. You have felt the need for some more capital in your

business recently, haven't you ?

Mr. Trinklein. Yes ; we have.

Mr. Kelley. It has been expanding satisfactorily ?

Mr. Trinklein. Yes.

Mr. Kelley. And in '36 and '37 you had a profit, didn't you ?

Mr. Trinklein. Yes.

Mr. Kelley. Now, in '38 you had a slight loss?
,

Mr, Trinklein. We did.
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Mr. Kelley. Before we turn to that could you tell us roughly the
^alue or amount of your total assets as stated on your latest balance
^heet ?

Mr. Trinklein. It is about $180,000.

_

Mr. Kelley. Is that after the deduction of reserves for bad or doubt-
ul accounts receivable and a depreciation reserve for plant and equip-
bent? ^ ^

Mr. Trinklein. It is.

Mr. Kelley. So that you are satisfied that it is not an overstatement
•f your assets.

Mr. Trinklein. Yes.
Mr. Kelley. You have made two efforts to obtain the capital that

'ou feel that you need by the issuance of additional common stock in
our corporation, is that right?
Mr. Trinklein. Yes, sir.

Mr. Kelley. And the first time did you try it directly, or through
banker or broker?
Mr. Trinklein. Tried it through a broker.

' Mr. Kelley. How much did you offer ?

Mr. Trinklein. We offered $110,000 in 1936.
Mr. Kelley. And how did you make out ?

Mr. Trinklein. Sold only about $1,800 worth, or rather the broker
id.

Mr. Kelley. Later, in 1937, you made another attempt directly, is
lat right?
Mr. Trinklein. We did.
Mr. Keixey. And how much stock did you offer on it that time?
Mr. Trinklein. Fifteen thousand.
Mr. Kelley. And how did you make out that time?
Mr. Trinklein. Sold hardly any.
Mr. Kelley. No\\', have you had to turn down business because of

le lack of the capital that you tried to raise ?

Mr. Trinklein. We did. At times we had to stop the salesmen
:'om selling.

JSlr. Kelley. Well, now you actually install this insulation in new
mstruction as it is going up?
Mr. Trinklein. Yes ; in new construction.
Mr. Kelley. You are protected for the amount of your installa-
on, both material and labor, by mechanics' liens under the law of
le State where you operate, isn't that right?
Mr. Trinklein. Yes.
Mr. Kelley. Your problem, then, is to finance yourself with re-
3ect to a particular job between the time when you actually com-Me the installation and the time when the owner or builder gets his
rst or next payment under whatever building and loan morto-atre he
as on the place, is that it ?

^ ^

Mr. Trinklein. Yes, sir.

Mr. Kelley. Sometimes that is pretty appreciable space of time,
in't it ?

.

Mr. Trinklein. Yes.
Mr. Kelley. And mechanics' liens are accepted nowhere by bankers

) the best of your knowledge as security for advances of working
ipital? ^

Mr. Trinklein. Not to my knowledge.



3918 CONCENTRATION OF ECONOMIC POWER

Mr. Kelley. So that is about the crux of your problem, isn't it?

Mr. Trinklein. Yes.

Mr. Kelley. At least on the installation phase?

Mr. Trinklein. That is right.

Mr. Kelley. You do the job; you have a lien to secure you; but,

as far as working capital is concerned, you might just as well not have

the lien to begin with ?

Mr. Trinklein. That is right.
.

Mr. Kelley. Now, you also have another line, as I recall it. Will

you tell the committee what that line is?

Mr. Trinklein. We have developed within the last 2 years a new

asphalted board, which is used as a base for the application of

asphalt and asbestos shingles used in modernization work ;
there is a

lot of that work going on in the country and our board suits and

adapts itself very well for that particular purpose.

Mr. Kelley. Now, after you developed that board to a point where

it could be produced on a commercial scale, I suppose you had to sendj

salesmen out on the road to drum up some trade; is that right?

Mr. Trinklein. Yes; we did.

Mr. Kelley. And you had to finance that out of your internal

resources, as well as your ordinary insulation-installation operations?

Mr. Trinklein. We had to take part away from the contracting

business to develop it.

Mr. Kelley. And in part would you say that the promotional

expense of sending salesmen on the road to promote your new products

accounted for part of your loss in 1938 ?

Mr. Trinklein. Yes; there was quite an amount. I might say a!

expenses were charged off as expenses; they were not capitalized.

Mr. Kelley. Now, do I understand it correctly that you hav(

applied to a bank, a factor, a finance company, and two credit com

panics for loans or advances?
Mr. Trinklein. Yes; we have,

Mr. Kelley. And how did you make out there ?

Mr. Trinklein. Not very well; they are not interested in loaning

to home builders and contractors.

Mr. Kelley. In other words, there again mechanics' liens are o

no use to you as collateral ?

Mr. Trinklein. They are of no use to us.

Mr. Kelley. Did you also make application to the Reconstructioi

Finance Corporation ?

Mr. Trinklein. I did.

Mr. Kelley. You made it and renewed it several times, didn't you

Mr. Trinklein. We made it, were turned down and asked fo:

reconsideration at two different times—turned down both times.

Mr. Kelley. So that the result was the same as when you started

it was turned down ?

Mr. Trinklein. Yes.

Mr. Kelley. As a matter of fact, in your area there has been i

great stimulation of one family residences by the Federal Housin|i

Administration program; is that correct?

Mr. Trinklein. Yes, sir.

Mr. Kelley. So that normally your business now should be expand
ing by leaps and bounds?
Mr. Trinklein. It should be expanding materially.
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Mr, Kelley. Has your insulation installation met with more or

3SS general approval by the people who bought—who used the

ouses ?

Mr. Trinklein. I think we have one of the very best insulations

or a moderate home, because it is cheap; by that I mean it is low
n cost and is very effective.

Mr. Kelley. And do you think that most of your customers feel

lie same way about it?

Mr. Trinklein. They are very well satisfied ; very well.

Mr. Kelley. How many people do you employ now in both phases

f your business, both in the insulation and this asbestos baseboard?
Mr. Trinklein. Thirty-four.

Mr. Kelley. How much additional capital do you think you could
roperly use in your business ?

Mr. Trinklein. Fifteen to twenty thousand dollars.

Mr. Kelley. For working capital?

Mr. Trinklein. Yes.
Mr. Kelley. In other words, a revolving fund to finance these

perations ?

Mr. Trinklein. That is it.

Mr. Kelley. And if you had that amount of working capital, what
you think you could do in the way of expanding your pay roll

y hiring more people ?

Mr. Trinklein. We could hire considerably more men. I would
ly up to about 20 more men.
Mr. Kelley. And of course, if you continued to be successful, then
iclefinitely upward?
Mr. Trinklein. Yes, sir.

Mr. Kelley. Now, you have had some business with finance com-
iinies, too, haven't you?
Mr. Trinklein. We did.

Mr. Kelley. You still maintain credit relations with that
!)mpany?
Mr. Trinklein. We do.

Mr. Kelley. How much does your money cost you?
Mr. Trinklein. It costs us 1 percent every 15 days ; that would be
percent a month, or 24 percent a year on the amount outstanding
1 the 1st and 15th day of every month. For any intervening pay-
ents made on that indebtedness we do not get any credit. And they
ily advance 60 percent of the amount of the invoice.

Mr. Kelley. Do they take an assignment of the mechanics' liens?

Mr. Trinklein. No; they don't.

Mr. Kelley. Just advance you 60 percent of your invoices ; and the
!sult is. you are paying 2 percent a month or 24 percent a year for
Dur money?
Mr. Trinklein. Yes, sir. We do furnisli them with a completion
irtificate so they have evidence that the work is done.
Mr. Kelley. Well, do you mean by that that you can't even get
lat 60 percent out of them until the whole job of construction is

Dne, or your part of the job?
Mr. Trinklein. They finance each individual job. We do not take
ivoices to them to get a draw before the work is done. We have
I complete a job before we get our money.
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Mr. Kelley. Do you have to wait until all the rest of the work

on the house is done?
Mr. TRINIiLEIN. No.
Mr. Kelley. Does the finance company require from ;^ou any an-^

nual premium for credit indemnity insurance, or anything of that I

kind?
Mr. Trinklein. Yes; they do.

Mr. Kelley. How much does that amount to; do you recall?

Mr. Trinklein. I think ours is $60 a year.

Mr. Kelley. Suppose one of these accounts goes bad, who does

the collecting? In other words, who forecloses the lien?

Mr. Trinklein. Do you mean with relation to the finance com-

pany? _
Mr. Kelley. Yes.

Mr. Trinklein. The agreement or contract with them is—they

carry accounts 60 days from date of invoice. If, at the end of 6C

days, the account is not paid, we have to pay them back the monej

that we borrowed, or substitute a new account in like amount, whict

is not 60 days old.

Mr. Kelley. In other words, the finance conipany doesnt take

any of the burden or risk of collecting your invoice ?

Mr. Trinklein. Doesn't take any risk.

Mr. Kelley. If the job goes bad and you want your money yov

can foot the bill for foreclosure on the mechanic's lien, is that it?

Mr. Trinklein. Yes.

Mr. Kelley. After you have paid them interest at the rate ot 24

percent per annum plus a premium on a credit-indemnity bond?

Mr. Trinklein. And we personally have to guarantee the accounts

Mr. Kelley. I note here that you want about 15,000 to 20,000 o

additional working capital, plus 31,000 more of equity capital. Now
assuming that you got the total of those amounts, namely, the 15 plu

the 31, point out to the committee, if you will, what savings yoi

think you could effect in your operations.

Mr. Trinklein. We could effect quite a saving m interest charges

We could effect quite a saving in operation by way of discounts

The major thing is that we could get the business which is m sigh

and spread the overhead over that additional amount, which wouL

give us a very good profit. It takes so much business to carry you

overhead, and above that profit is larger.

Mr. Kelley. Would it enable you to spend a little more money n

hiring necessary experts to try to improve your product a bit, a

changing conditions might require?

Mr. Trinklein. Well, we do that continuously ourselves. As

matter of fact, we are experimenting with a new product now. W
always have our mind on new products to be brought out on th

market.
Mr. Kelley. Now, does the company owe you or any of the othe

officers any money for unpaid salaries?

Mr. Trinklein. Yes ; it owes me for unpaid salaries and advance

which I have made out of my own funds to keep the company gom;

a few years back when things started to come back.

Mr. Kelley. Now, is there much competition in the line that yoi

are engaged in at the moment ?

Mr. Trinklein. There is.
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Mr. Kelley. In the area in which you are located, of course?

Mr. Teinklein. Yes; there is.

Mr. Kelley. Both in the installation and in the board?
Mr. Trinklein. Not so much in the board.

Mr. Kelley. That is too new?
Mr. Trinklein. That is too new, and we have the edge on others.

Mr, Kelley. Now, in your opinion, is all of that competition pro-

ided by other reputable businessmen in legitimate competition with
^ou or do you think that you are suffering from methods of unfair

ompetition ?

Mr. Trinklein. We are suffering from methods of unfair com-
)etition.

Mr. Kelley. And the existence of that unfair competition natur-

dly tends to make it just that much the harder for you to get more
noney into the business; is that right?

Mr. Trinklein. It does, precisely.

Mr. Kelley. Now, would you mind outlining for the committee
IS briefly as you can the kincl of unfair competition that you claim
bu suffer from?
Mr. Trinklein. We have, for instance, what we call the smaller

ontractors. They go out and bid on a job. Many a time they do not
^et the job, but they put in a figure. Now, in order for us to get
he job we have to come down in our price, which is a fair price.

The most important part of all is we are a firm which pays taxes;
ve pay Federal and State Social Security taxes, and other taxes.

Che other smaller concerns are not even corporations; they are just

ndividuals ; they come and go ; they pay no taxes^ as far as we know.
\-S a matter of fact, they boast about it. They pay their labor about

to 50 percent less than w^e do ; they hire labor from the South, as

ve understand it. And against those people we have to compete,
)f course, we have the edge on them; whenever the builder gets in a
am he calls us up, because we can furnish the service. That is the
eason we get a lot of jobs that we otherwise would not get for price.

Mr. Kelley. What is your experience as to the kind of a job that
his competition that you complain about furnishes? Are their cus-
omers satisfied or do you get calls for help ?

Mr. Trinklein. Unfortunatel}', the customer does not see what
^oes into the building. After the insulation goes in ; in many a case
t is lathed and plastered the following day. The customer does not
;ee it very often, although we have quite a few complaints where
•iistomers complained where a product had gone in which was similar
o our name. They sold the product under a name which was similar
o ours. We have a federal trade-marked name for our product, and
ve had a case in court recently about that. As a matter of fact, it is

;till pending. They put that material in, and the customer believes
hey are getting the genuine product, whereas they are not,

Mr, Kelley. Well, are you prepared to state that as far as quality
s concerned, quite apart from the trade mark or the label by which
t is known, that the tj^pe of product furnished by the competition
hat you are complaining of is inferior to the kind that you can
urnish ?

Mr. Trinillein. It is very much inferior, very much.
Mr. Kelley. Any questions, Mr. Nehemkis ?
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Mr. Nehemkis. Mr. Trinklein, would you say in your experience
and contact with other businessmen in Detroit it is a fairly wide-
spread practice for small business men to have recouse to finance

companies for their normal capital and credit needs ?

Mr. Trinklein. Well, it is a practice, I think. Whether they can
get it, I don't know; I know a lot of them can't get it.

Mr. Nehemkis. But in your experience and association with other
businessmen, the practice is fairly widespread, would you say?
Mr. Trinklein. Yes.
Mr. Nehemkis. Do the businessmen of your community go to

finance companies in Detroit, or do they go to Chicago?
Mr. Trinklein. As far as I know—I don't know so many cases,

but those I know go to Detroit ; that is locally.

Mr. Nehemkis. Thank you very much, Mr. Trinklein.

Mr. O'CoNNELL. What was the amount of the loan application that

you made to K. F. C. ?

Mr. Trinklein. The original amount was for $40,000.

Mr. O'CoNNELL. And to what use did you intend putting the

money? Some of it for working capital and some for capital ex-

pense ?

Mr; Trinklein. Yes; precisely.

Mr. O'CoNNELL. What was the reason given for the rejection?

Mr. Trinklein. They stated that the collateral which would be

acceptable to their corporations' lending requirements would not be

sufficient for a loan in the reduced amount requested. In other

words, at that time, in asking for reconsideration, after talking to

them, they told me to try a smaller amount, and that is what they

meant by the reduced amount.
Mr. O'CoNNELL. Wliat collateral were you offering ?

Mr. Trinklein. Accounts receivable. You see, we have to carry

builders anywhere from 2 to 6 months. We have to pay our labor

weekly. We have to pay for a large part of the material.

Mr. O'CoNNELL. Is there any question of offering a physical mort-

gage on your properties, or are they mortgaged ?

Mr. Trinklein. There is a small mortgage, but they wouldn't be

interested.

Mr. O'CoNNELL. So you expected—^you offered accounts receiv-

able as collateral for even the portion of the loan that you expected

to use for capital?

Mr. Trinklein. Yes.
Acting Chairman Keece. Any other questions? If not you may

be excused, and we thank you very kindly.

Mr. Trinklein. Thank you.

(AYliereupon the witness, Edwin J. Trinklein was excused.)

Mr. Nehemkis. Mr. John Ferris is the next witness.

Acting Chairman Reece. Do you solemnly swear that the testi-

mony you are about to give in these proceedings shall be the truth,

the whole truth, and nothing but the truth, so help you God?
Mr. Ferris. I do.
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TESTIMONY OF JOHN P. FERRIS, TENNESSEE VALLEY AUTHORITY,

KNOXVILLE, TENN.

Mr. Nehemkis. Will you state your name and address, please?

Mr. Ferris. John P. Ferris, Knoxville, Tenn.
^.^ -r-

• ,

Mr. Nehemkis. What has been your past occupation, Mr. J^ erris

«

Mr Ferris. I have been a mechanical engineer, most of my work

havintr been in industry. Until 7 years ago I was chief engineer of

the 0?1 Gear Co. in Milwaukee, Wis. In 1932 I served as secretary

of the business economics committee of the Executive Council of the

State of Wisconsin, advisory to the Governor. Later in the same

period I served as secretary of the land use committee, also ot the

Executive Council of the State of Wisconsin.
v -p

The business economics committee made extensive studies ot op-

portunities for local industry in the State of Wisconsin, based on

the use of local resources. For the last 2 years I have been

director of the agricultural industries department of the Tennessee

Valley Authority. I joined the staff of the Tennessee Valley

Authority in 1933, and during this period we have been investigating

the industrial opportunities, particularly on the use of farm crops

in the Tennessee Valley region.

(Senator O'Mahoney resumed the Chair.) ... ,

Mr. Nehemkis. What was the nature of these investigations of

industrial opportunities, Mr. Ferris?

Mr Ferris. Well, first, there were engineering studies ot the prac-

tical means of processing raw materials in that area, supplemented

by enf^ineering economic studies to indicate whether or not such

processing methods were practical. Secondly, we had to make an

attempt to analyze the underlying conditions m the region which

would determine whether or not, particularly local industries were

practical.

NEED FOR CAPITAL AND CREDIT BY SMALLER BUSINESS ENTERPRISES IN

TENNESSEE VALLEY AREA

Mr. Nehemkis. Are you prepared to discuss with the committee,

Mr. Ferris, the financing possibilities for small business enterprises

in the Southeast?

Mr. Ferris. Before I answer that question permit me to remind

the committee that I am not a financial expert nor an economist,

but only an engineer. I have been interested for 51/2 years in the

question of the opportunities for financing the smaller enterprises in

the Tennessee Valley region. It has seemed to me that there are

cases where easier financing would be of assistance. But m my
opinion it would not bring about a sound development.

Mr. Nehemkis. How do you arrive at that conclusion?

Mr. Ferris. Because the Tennessee Valley region is a part of the

Southeast and the Southeast is faced with some very fundamental

questions. In my opinion

Mr. Nehemkis (interposing). I am going to ask you to pause

and forgive me for interrupting, but before we go further, for the

sake of clarity, when you speak of the Southeast, precisely what

States and what area do you have in mind ?
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Mr. Ferris. When I speak of the Southeast, I shall refer to the
States of Virginia, Kentucky, Tennessee, South Carolina, North
Carolina, Georgia, Florida, Alabama, Mississippi, Louisiana, and
Arkansas. Wlien I speak of the South, the states of Oklahoma and
Texas, normally included in the Southwest, will be included in the
term the South as a whole.
Mr. Nehemkis. The definition that you have just given is one that

is generally followed and accepted ?

Mr. Ferris. I believe so. It happens to be the definition that the
recent N. E. C. report on the Southeast was based upon.
Mi\ Nehemkis. Yes; will you excuse the interruption and proceed,

Mr. Ferris? '

Mr. Ferris. Certainly. Your question related to the extent to
which easier financing might open opportunities for local industry in
the Southeast. In asking this question it would seem, perhaps, that
your committee may sense that one of the Nation's new agricultural
and industrial frontiers lies in that region and in directing par-
ticular attention to the Southeast the committee will probably wish
to have m its records some facts concerning the barriers to the growth
of new business in that area. It would seem, I think, to most people
that the cream-skimming type of industrial development in the
United States may have reached a limit and that in the future the
Nation may have to look inward for business expansion. Many
people believe that there is what might be called a new frontier
in America replacing the old westward-moving geographical fron-
tier, and that this new frontier is a greatly raised standard of
living commensurate with our natural resources. If so, much of it
lies in the South. New markets beckon as the standard of living in
the South increases. Capital would be required in large amounts
and new employment would be created.
To this observer it seems that improved credit facilities alone could

hardly overcome the barriers which impede any rapid opening of
new opportunities in that region.

I referred a minute ago to these underlying forces and I would
like to say that it has seemed to me that many of them have been
at work for 2 or 3 centuries shaping the South of today, that they
are still at work and act as brakes upon the growth of commercial
and industrial enterprise; yet in spite of them, very encouraging
progress has been made. These underlying forces total up to the
fact that in the Southeast about 20 percent of the Nation's popula-
tion lives under what some people have called a provincial or raw
materials economy, although the Southeast is copartner with the rest
of the Nation politically.

What does this mean ? Primarily, that for some 3 centuries prac-
tically all of the commodities that have been shipped from the
Southeast have been sold at low world-market prices in competition
with the cheapest labor available anywhere in the world and practi-
cally all of the clothing, furniture, and agricultural implements and
other goods needed for living were purchased in Europe or, later,
in the Northeast. The South accepted this situation in the early days
willingly, not realizing how inevitably it would bring difficulties.

By and large the economic relationship between the Southeast and
the rest of the Nation is very similar to the relationship between
India and Great Britain. How did it come about ?
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First, there were natural resources easy to exploit. There was
virgin soil. The early settlers required no great effort to obtain
these resources and there was an avid market waiting for them all

over the world.
The Chairman. May I interrupt you so that I may make note on

the record that Congressman Voorhis of California has joined us
this afternoon to listen to the testimony?
Mr. Ferris. Naturally, with Europe and the Northeast anxious to

get these raw products, cotton and tobacco, indigo, and so forth, and
when they were easy to get, soil and climatic conditions being favor-
able, the early settlers felt that they were in clover. There were a
few people in the Southeast early who were interested in manufactur-
ing. It may be somewhat surprising to recall the fact that in 1810
the States of Georgia, South Carolina, and Virginia manufactured
more textiles than all of the rest of the country put together. They
were in the manufacturing field before the first textile mill in New
England.
However, this exchange of raw materials for finished products put

upon the southern people a pressure to exploit their natural resources
rather rapidly and, as it affects land, here lies the genesis of our soil

problem. Inevitably the South suffered as this exchange continued
depade after decade.
Mr. Nehemkis. Mr. Ferris, at this point I should like you to iden-

tify the map which is now being shown you.
Mr. Ferris. This exhibit is entitled "Spendable Income Per Capita

in the Southeast by Counties." It was published in Sales Manage-
ment, New York, April 10, 1937. It represents a record of the
spendable income in every county of some of the Southern States;
Louisiana and Arkansas are missing on this map.

Representative Reece. Just what do you mean by spendable in-

come, if you please?
Mr. Ferris. Mr. Reece, I cannot define it exactly. Roughly, speak-

ing, it is the amount of cash money per capita which goes into the
channels of trade. It does not include goods consumed on the farm.
Mr. Nehemkis. In your opinion, Mr. Ferris, is the basis for this

map acceptable? Would you say the sources were authentic?
Mr. Ferris. I should. It is the guide of many large corporations

in the United States in planning their sales in the South.
Mr. Nehemkis. I offer this map in evidence, Mr. Chairman.
The Chairman. The map may be received.

(The map referred to was marked "Exhibit No. 630" and faces

p. 3925.)

Mr. Ferris. The suggestion which we have referred to

The Chairman (interposing). Let me interrupt you, please. It
will be rather difficult to reproduce this because the diagram shows
colors, so that reprinted in black and white, the various classifica-

tions in which the several counties are divided will not appear.
Representative Reeoe. But, Mr. Chairman, don't the numbers in-

dicate, however, more in detail than what the color scheme under-
takes to do?
The Chairman. Yes; I observe that it does. I hadn't noticed the

numbering.
Mr. Ferris. That map, Mr. Chairman, might be supplemented by

the general statement concerning the income situation in the South-
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east for the record. In 1937 the N. E. C. reports $314 per capita
average income as against $604 average for the United States as a
whole. In the opinion of this witness, this income situation in the
South is a demonstration of the difficulties which have been referred
to. They have been widely publicized in recent private and govern-
mental studies, such as the N. E. C. report.

I think it should be considered that the income situation is not the
problem, but rather a reflection of the problem. It further carries

over into the well known facts of extensive soil erosion in the South-
east, low wages, inadequate funds for schools, and so on. They are

not the fundamental problems. They are the reflection of the problem
resulting from two or three centuries of exchange of raw materials
for finished products with the rest of the world, in the opinion of

this witness.

Notwithstanding these facts, the Southeast has made very great
economic progress in recent years, and it seems to this witness that

it has been more rapid than in many other large regions of the coun-
try. In the first place, dependence on the cotton crop has decreased.

Diversification of agriculture has made enormous strides. Perhaps
the most dramatic illustration is in one of the southern States,

Georgia, where in 6 years, between 1930 and 1936, nearly a million

and a half acres of land devoted to cotton, or 25 percent, was shifted

to production of animal and food crops, a very dramatic success in

the change from a one-crop system to diversification.

Or, looking at it as a matter of the total income in the Southeast,

at the turn of the century, that is about 1900. the South was dependent
on cotton for its income to the extent of about 19 percent, and its

total income was about $2,000,000,000. In 1935, the dependence upon
cotton had decreased to 12 percent—obviously, marked progress in

getting away from the one crop cotton system.

In that year the total income was $6,000,000,000. Half of that

increase was due to expansion in processing and manufacturing.
Another dramatic indication of the progress that the Southeast has

made is the fact that it has kept pace in these last 35 or 40 years

with the rest of the Nation industrially. In 1909 it had 9.2 percent

of the Nation's manufacturing; in 1937, I believe it was 9.6 percent.

So the picture is far from bleak when these astonishing evidences of

progress are taken into consideration.

One of the resources which promises to form a basis for great eco-

nomic progress in the future is the leadership available in the South.

There are many men of few doctrines, practical men, who are abso-

lutely determined that the low income situation which we have re-

ferred to, and its evidences, are to be conquered. They are incon-

spicuous and working quietly to find the practical ways of doing so.

The Nation as a whole has much to gain as the South conquers
this situation under its own leadership.

Let me call attention merely to some of the possibilities of in-

creased use for the products of other areas. The State of Avhich I

am a resident is Tennessee. In a recent year our consumption of

manufactured meat products Avas 5 pounds per capita. In Ohio the

figure for the same year was 44 pounds. I think those, if there are

any in this room, from Illinois and Missouri, where there are meat-
packing interests, will recognize how inevitably a rise in income in

the South will reflect itself in sales of the products of their industries,
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and the same thing is true in many other fields. It seems, therefore,

that this prf^blem of the South is one of national interest.

To answer constructively the question which I have been asked,

it seems necessary to relate each statement I shall make to the con-

crete underlying forces which have been summarized briefly. It is

necessary to make some analysis of these forces. Mere recapitulation

of their well known symptoms has done little good in the past. In
the opinion of this witness the mere availability of industrial credit

would not be sufficient to open up any new business frontier which
may exist, although credit is definitely an important problem.
The most fundamental phase of the situation facing business in the

Southeast is an unbalance between industry and agriculture.

Mr. Xehemkis. Mr. Ferris, will you pause for a moment to identify

the documents which I wish to offer now?
Mr. Ferris. Tliis map represents the concentration of manufactur-

ing in the various counties of the United States. Its title is "Lead-
mg industrial counties in relation to the 1930 United States geo-

graphic center of population."

Mr. Nehemkis. I offer that in evidence.

(The exhibit referred to was marked "Exhibit No. 631" and appears
m p. 3928.)

Mr. Ferris. The second exhibit is entitled, "Tennesee's Industrial

Expansion and its Kelation to Economic Independence." It is a
.echnical paper by Dean Ford L. Wilkinson, of the college of engi-

leering. University of Louisville, Ky.
Mr. Nehemkis. I offer that in evidence.

The Chairman. It may be received.

(The document referred to was marked "Exhibit No. 632" and is

ncluded in the appendix on p. 4099.)

Mr. Ferris. The third is entitled "Industries in Which the South
[s Deficient." It is a report of the Agricultural Industries Depart-
nent of the Tennessee Valley Authority, dated 1935.

Mr. Nehemkis. I offer it in evidence.

The Chairman, It may be received.

(The report referred to was marked "Exhibit No. 633" and is

included in the appendix on p. 4106.)

Mr. Ferris. This unbalance between agriculture and industry is

illustrated by the fact that in the Southeast we are attempting to

support 70 percent of our population in agriculture, whereas in the

country as a whole agriculture is only able to support about 45 per-

cent. Expressed in a different way, in the Southeast in a recent
yea,T 47 percent of the population was occupied in mining, agriculture,

md forestry, whereas in the country as a whole it was only 24 per-

:;ent, about half as much.
What led to this unbalance ? Let us consider first the history and

the present situation of the Cotton Belt, which is still the economic
backbone of the Southeast. Early in the South's history, as we have
stated, cotton and some other semitropical crops were easy to raise

3n virgin soils, and the raw-materials economy which grew up set

the pattern of the development of the South on this basis. It was
assumed that the fertility of these soils was infinite, but it wasn't.

For instance, in the millions and millions of bales of cotton which
have been shipped, every ton of cottonseed took about $12 worth of
plant food, fertilizer, out of the area, to the extent that cottonseed
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^as shipped from the area, as it generally was, and the continuous
Topping robbed the soil of humus, and erosion began.

All of this was well known before the War between the States.

Vashington and Jefferson issued preachments to southern planters

bout better cropping systems and diversification. There were lead-

rs immediately after the War between the States who thought they
aw the opportunity of changing the agriculture of the South. Un-
ortunately the destruction of capital and other forces fastened agri-

Lilture on the South even more firmly. Wliile the world thinks of

Duthern agriculture largely in terms of cotton, equally important is

tie upland diversified farming in which the very large percentage of

hie people of the South live. It is more or less on a subsistence

asis; it is generally in hill territory where good lands are scarce,

nd the pressure for mere existence impels the population to push
lie land faster than it can stand, and rapid erosion and the threat-

tied destruction of the soil unfortunately are far along.

Why cannot the South continue to remain agi'icultural, as it is, to

tie present extent? The answers are plain. There is a very high
Lirplus rural population, both in the Cotton Belt and in the other

7pe of subsistence or semi-subsistence farming. The families are

irge, farms are small because there isn't much land, and the pres-

iire of this population is such that agriculture simply cannot employ
lem all.

What has been happening? Of course, a tremendous migration
ito other parts of tlie country. The problems of the South have
een shipped north in many cases. But migration has never coni-

letely solved the problem. Hundreds of rural counties came to be
ependent upon a subsidy basis. For instance, I can give some
ata on one which represents many others in the Southeast. Taking
lie county line and putting a fence around it and measuring what
oes in and what goes out, they shipped goods and services worth
634,000 ill 1 year. Government payments for schools and roads

nd other sources of Government money in the county amounted
3 $38,000 in that year, which was in one sense a subsidy if you
ike, yet in spite of that large flow of State and Federal money
1 that county, which was spent, of course, for schools, roads, post
ffices, pensions, C. C. C. work, W. P. A. projects, and what not

—

must correct that latter; there were no W. P. A. projects, it was
1 1932—the forests and soils and buildings of the county depreciated

y $155,000. In other words, about 25 percent of the total turn-

ver of the county was made good by digging into the dwindling re-

ources, eroding lands, skinning forests, and so forth. That is per-

aps an extreme example, yet it has become a problem in many
f the rural counties as the income map will make more or less

'lain.

I happen to have been born in another part of the country, in

Wisconsin, and many of my friends have a tendency to say that

ort of thing is just a problem of the South. "Let's not worry
bout it." Unfortunately that is not true. Wisconsin is a fairly

irosperous State, and yet there are scores of cot over counties in the

lorthern part of the State that are similarly on a subsidy basis,

nd some of my friends from New York who have looked into

he situation tell me that within a stone's throw of our greatest

aetropolis, New York City, you will find rural counties in substan-
124491—40—pt. 9 —29
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tially the same financial situation as these southern counties that we
have been telling about.

The cities of America have quite an interest in this thing. For
years the concentrated centers of maimfacturing in America have
enjoyed a good deal better per capita income than the iiiral dis-

tricts. Apparently it has been, since 1900, some two-thirds as high
again as the income in these rural counties. These rural counties in

this sense means rural America, not just the Southeast, but ulti-

mately the prosperity of cities depends upon the prosperity of their

hinterlands, as illustrated by the slow economic paralysis that de-

scended on Vienna during the 20 years after 1918 as a result of los&

of its hinterland region in the Danube Valley.

So far I have tried to indicate the main reasons why the South-
east is a provincial economy, and the consequences of the low income
to the Southeast and to the Nation.
The correction of this economic unbalance is in the first place essen-

tial to the preservation of agriculture itself. Some of the barriers

which the South is struggling against can be solved by the people
and institutions of the South, but there are others which were not
self imposed, and for the removal of which the cooperation of tlie

rest of the world is needed.
It seems now appropriate to examine the things that can be done

which bear on correcting this excessive dependence upon raw ma-
terials and agriculture. As we go through them, I think it will be
plain to the members of the committee that all of them are slow in

their effects, that not only is the swift growth of industry impossible

but I think most southern leaders will say that they do not feel too

swift a growth will be desirable. The southern people by and large

want to remain basically agricultural. The industrial development
which is hoped for is in the nature of a correction to an unbalanced
situation.

In the first place all of my southern friends will agree, I am sure,

that first consideration must be given to the land itself. Diversifica-

tion of agriculture is the key. To illustrate this, we recently investi-

gated the possibilities of improved income in a group of 50 counties.

We were astonished to find that the value of the farms considered as

business enterprises in those 50 counties approximated $300,000,000.

That is quite a plant, and the annual turn-over in those 50 counties

approximated $150,000,000. Plainly the achievement of a better liv-

ing on the farm has in it possibilities for greater improvement than
quite a considerable measure of industrialization. In other words,
10 percent improvement in agriculture should cheer up the people in

that area as much as $30,000,000 invested in new industries. The core
of the problem, I am sure most of us will agree, is educational.

(Representative Reece assumed the chair.)

Mr. Ferris. How to get millions of farmers to follow improved
practices and how to make it possible for them to do so is the prob-
lem. After the War between the States many southern leaders saw
that it was difficult to make a change, partly because the whole credit

system, the whole financial system, was geared to cotton. The finan-

cial institutions which had grown up were not used to lending to

business except to such business as had to do with handling tlie

transactions that went with cotton and other great cash crops.
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But in addition to education there is some research, even in agri-
culture, that is needed. To illustrate the way things can't be changed
in a hurry in the Soutli, the story of the Spanish cattle tick, it seems
to me, is an excellent lesson. It was to me at least. Southern farmers
long ago, at least 50 years ago, recognized that without livestock it

was impossible to build up soil fertility, but they encountered the
fact that they couldn't ship beef cattle to the markets of the rest of
the United States. Why was this?
Because the infection of cattle from the Spanish cattle tick hap-

pened to coincide with the southern climate and the Federal Govern-
tnent had to set up a quarantine line to protect cattle in other regions
from infected cattle. Now, the cause of that disease was identified
prior to 1890, but there was no way of getting that knowledge out to
the farmers until some research workers in Louisiana State College
spent 12 years on research, studying the life cycle of the cattle tick and
methods by which the farmers could remove that infection from their
livestock. Until that research came to a successful conclusion, there
was no possibility of the normal amount of livestock being developed
ilong with other crops in southern agriculture.
If the central problem is one of education, the South can be proud

Df the fact that its agricultural colleges are doing a splendid job of
raining leadership. However, more vocational education is required,
[t should be borne in mind that the agriculture of the South prior to
he War between the States centering about cotton and the plantation
system, also carried with it its traditions and one of them was that
Jie sons of the ruling class looked down on business and industrial
)ccupations and those who left the plantations went into medicine,
aw, politics, and the Army. They were not interested in business
md industry.

It was thought of as a less dignified way of earning one's living,
han the plantation system. Granting, if you will, that the first part
)f the job is agricultural in the South, the first part of the job of
Dringing this income up and building back resources, it must be ad-
nitted that agriculture alone can't do the job. It is necessary to get
he city people to lend a hand and to get engineering and industry
nobilized. This can be perhaps well illustrated by taking a specific
5ase which leads us pretty close to the problems of industry in the
Southeast.
The agricultural experiment station of the University of Tennessee

vorked out an extremely ingenious system for stopping erosion and
•estoring land on steep hillsides, and 'lands which were acid in char-
icter, called the fall-grain and lespedeza system. That system of
Topping consists of a legume cover crop known as lespedeza, which
s planted and grows during the spring and summer. It is a hay,
iomewhat similar to alfalfa, called the poor man's alfalfa because it

ioesn't require that the soil be limed. The lespedeza cover crop is

eft on the ground all year round, but remember it is hard and dry
;arly in the fall ; rows of winter grain following the contours can be
3ut in, leaving alternate strips of the cover crop between them; the
:'ows are 2'2 inches apart.

In the winter the roots of the cover crop, which had stopped ero-
ion during the summer, shrivel up, but the grain has a fine root
;tructure and it stops erosion during the winter. In the spring the
over crop lespedeza reseeds itself and comes up after the grain is
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cut. The farmer has a pasture or hay crop and a grain crop at the

same year on the same field and at the same time he is hringing

back the field instead of running it down.
Well, that interested not only the agricultural educators but the

farmers; 200,000 of the 250,000 farmers in the Tennessee Valley,

however, are at a pretty low level of income. I think the average

family income might be for these four-fifths of the farmers, between
$100 and $300 in cash money a year, so expensive machinery to do a

thing like that is out of the question. The need, therefore, was for

something cheap that would put in that winter grain on contours.

Agricultural machinery industry was approached but had nothing to

suggest ; the reaction was that the incomes of these farmers were too low
to make them a market for this machinery ; it didn't look like a very

worth while place to invest money. They thought that by and large

they had better invest in developing new machines for the big flat

farms of the Midwest, where the income was higher.

So one of the technical research developments which is now finding'

its way into industry was to make a thorough seeder which would
do that job and enable thousands and thousands of farmers to start

bringing back their land. The agricultural industries department of

the Tennessee Valley Authority tackled it. We developed such a

machine. Naturally, it was an experimental project. We had no
desire to manufacture agricultural machinery ; our only idea was to

get private manufacturers to do so. We talked to several of them,

even after a successful machine had been built. They still said, ''It

doesn't look like a very good business opportunity."

However, the thing was absolutely ciiicial in the soil conservation

program. Hence, 40 demonstration units were built and put out on
all kinds of farms up and down the valley, big farms and little farms,

and flat farms and hillside "scratch" farms. Last June the sales

manager of the company in Louisville came to my office and I gave
up the idea of trying to convince him myself. I got him to get in

an automobile and go out and talk to some of the farmers.

A month later he said, "We are going to do it," and during last

summer the company built 300 of these furrow seeders, but it took 4

years to convince it. Now it is making them ; they are being sold in

county-seat towns throughout the South, and a new industrial oppor-

tunity, small perhaps, but yet signiflcant to that manufacturer, and
enormously significant to agriculture, has been opened up.

The significance of it is, of course, that private business has taken

it over and is earning money by rendering a service to agriculture,

which service could not have been rendered except for the research

and engineering help of a public agency.

Acting Chairman Reece. That company is doing profitably al-

ready, is it?

Mr. Febris. I can't be sure of that Mr. Reece. I would judge that

there may still be some faith connected with it, but it is a market
that is potentially very large, and they sold 111 last year, and my
guess is that they might well break even this year. That, in my
mind, illustrates perfectly one place of local industry in the readjust-

ment of economic conditions in the South and is also an illustra-

tion of the fact that there need be no conflict between the public

agencies interested and private business.



CONCENTRATION OF ECONOMIC POAVEK 3933

It is interesting that this company has put out a circuhir in which

is one of tlie best statements of how to go about rebuilding soil that I

have ever seen. It was written by them and is a splendid job.

Now, so far we have given consideration to the possibility of the

agricultural machinery industry expanding by serving new oppor-

tunities opened up by soil conservation programs. That, however, is

only a small part of the story. Much larger industries and much
moi'e important industries have a vital part in the readjustment of

conditions in the Southeast. Let us take the cottonseed-oil industry.

The products of this industry in a recent year were over $200,000,-

000. It is significant in the economy of the Southeast, not only for

the money it brings in but also because of the fact that it is the

avenue by which cottonseed meal goes into commercial channels.

The cottonseed meal is what takes fertility from cotton land. Cot-

ton fiber and oil are made up of chemical elements that come from air

and water, and are inexhaustible. The South can ship cotton fiber

and cotton oil for centuries if it somehow^ manages to get the cotton-

seed meal and some humus back into the soil.

• But every ton of cottonseed meal took $12 or so worth of plant

food away. Now, nothing can be done about that except as the cotton-

seed industry finds ways of getting more of the plant food back to the

land which produced it. The way of course is by more local sales as

livestock gradually comes into the agriculture of the Southeast. There
are markets for the local sales of the cottonseed meal which is an ani-

mal feed, and it so happens that the smaller cottonseed oil mills are

changing their business practices. I merely bring it in to illustrate

the fact that the farmers and the agricultural leadership of the South-

east can't do the job alone. Industry has a part that is absolutely

essential.

One of the most dramatic difficulties faced in the South is in de-

veloping its own engineering leadership for local industrial develop-

ment. There are many engineering colleges that are turning out

graduates every jenv, but they have been thinking in terms of existing

jobs in industry where it is, and if you will refer back to the map of

3oncentration you will see that 75 percent of American industry is

concentrated in 5 percent of the counties, and that most of it is out-

side of the South and hence it was quite natural that many of the

leans of engineering were proud when it developed centers of industry

like Akron, Detroit, and New York, and Pittsburgh took their very
best engineering graduates, or as many of them as they could get. It

is quite clear that opening up anything approaching a new industrial

frontier requires leadership, engineering leadership.

Now the next thing in the matter of leadership for new oppor-
tunities in local business of an industrial nature is that the engineer-

ing education w^hich is effective has to be vitalized by having research
carried on in the same institutions. Research of a practical nature
and the kind of research which can really inspire the young men to

potential leadership in the Southeast for the industry is the kind that
has to do with the local processing of the materials at hand.
Let us remember that large industrial enterprises have ample re-

search facilities. They have their own magnificent research labora-
tories; I have in mind, of course, General Motors, General Electric

Co., United States Steel Corporation, American Telephone & Tele-
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graph Co., and many others. They neither need nor want research as-

sistance in the South, or anywhere else.

On the other hand, the small businesses in Avhich this committee
has expressed an interest are singularly dependent upon research in

modern times. In these days new industry comes out of the labora-
tory. The cottonseed-oil industry has been mentioned. There were
400 small cottonseed mills in the South in a recent year; there are
now only about 325; yet a study showed that they had a natural
economic advantage over the larger mills. It was unnecessary to
incur certain expenses of cross hauling the raw material and the fin-

ished products, and yet they w^ere found to be reducing in number

—

going out of operation. Why ? Because the big fellows had enough
income to carry excellent research men on their staffs an4 the little

fellows didn't. Ten years ago a number of the smaller producers of
cottonseed oil in the Southeast approached the engineering college
of one of the southern universities and asked what could be done about
it. They found that they w^ere falling behind the procession of tech-
nical progress. There, for instance, w^as a business that wouldn't get
very far in asking for new money because it couldn't show ability to
compete with some of the larger competitors, and in order to show
ability, to compete it had to catch up with the procession in engineer-
ing and that meant research, and, as I said, a number of these smaller
mills approached a public research laboratory in the university of one
of the Southern States.

That illustrates what seems to be one of the most hopeful methods
of opening up opportunities for new income in the Southeast. Five
years ago, when I first became associated with the program of engi-
neering research on small industries in the Southeast, we found this

situation with reference to the cottonseed oil industry. We immedi-
ately sensed that it had a tremendous importance with relation to the
Tennessee Valley Authority's program of soil conservation, as there
was one of the leakages by which plant food, fertilizer, Avas getting
away, and sometimes you have to plug lioles as tlie first measure.
The industry contributing to the laboratory of the university had

gotten to the point of a laboratory solution to one of their problems,
the problem of processing the meats before extracting the oil in the

hydraulic presses ; but nobody knew whether it was practical or not

;

hence the step taken was to build a big enough unit to con^dnce these

small-business men that the thing would work in their plants and
that was done, and it did work, and finally the university in question

set up a demonstration plant and after some 2 years of operation

on a sufficient scale to prove the feasibility of the development, the

latter was licensed to private business.

In a general way it can be said that new industry in the South
or anywhere else is not born full blown. It must come into being
from small beginnings. There must be this backlog of research and
there must be leadership, but in a general way there must be ideas

and specific opportunities must be uncovered. That has been the

way that new business was developed in other parts of the world

:

In England, where industry came first, in Germany, in the northern
part of the United States. May I remind the committee, for in-

stance, that Charles Goodyear built the first small rubber plant in

Springfield, Mass., in 1841, to test out his invention of vulcanizing

rubber, and it was not until 1870 that he had accumulated enough
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I evidence and got enough support of the feasibility of vulcanizing
rubber to make it possible to begin manufacturing in earnest at
Akron, Oliio.

Mr, Nehemkis. May I interrupt you at this point? Will you
identify that, please?

Mr. Ferkis. This booklet is Circular No. 2 of the State Engineer-
ing Experiment Station, Georgia School of Technology, Atlanta, Ga.
Its title is, "Engineering and Social Progress in the South."
Mr. Nehemkis. I should like to oifer that booklet in evidence,

please.

Acting Chairman Reece. It may be admitted.
(The booklet referred to was marked "Exhibit No. 634" and is

including in the appendix on p. 4109.)
Mr. Ferris. Mr. Chairman, how much time have we got to complete

this presentation ?

Acting Chairman Reece. How much time do you think you would
like ?

Mr. Ferris. I think that I can finish in 15 minutes, Mr. Chairman.
• Acting Chairman Reece. You prefer to finish this afternoon, do you
not? ^

. . .

Mr. Ferris. It is immaterial to me. It is entirely a matter of the
pleasure of committee.
Acting Chairman Reece. It is agreeable to me to run for awhile.
Mr. Nehemkis. Do you think it will take you more than that?
Mr. Ferris. I can finish in 15 minutes.
The research which has been briefly referred to in connection with

opening up new opportunities from the cottonseed-oil business, and
which is described in detail in the exhibit just submitted, is one of a
series of projects in which the Tennessee Valley Authority's department
of agricultural industries was engaged. The studies assumed that
engineering research would be a powerful lever in opening the oppor-
tunities for small-scale manufacture. It is not just a matter of point-
ing with the finger. It is a matter of studying not only the engineer-
ing problems but whether or not markets exist and whether or not they
could be more economically served in some other way.

It may be desirable to illustrate another example of the opening of
an opportunity. The one that has been referred to in the cottonseed-
oil industry was with an established industry. The next one is an
agricultural industry that is not now established in the Tennessee
Valley region. It is, however, inherently local. I refer to the rapidly
developing quick freezing industry in the United States. The market
situation is interesting. It is one of the new industries in which the
expansion has been very rapid over a long period of years. Markets
expanded 50 percent per year from about 1927 through 1937, and even
in the recession year of 1937 expanded 29 percent.

Cooperatively with the college of engineering of the University of
Tennessee, the T. V. A. noticed that important markets were being lost

for this product in raw-product form in the Tennessee Valley region.
For instance, in the State of Tennessee over a period of several years
prior to 1929, 9.5 percent of the raw product shipped in the Nation was
shipped from the State of Tennessee. In 3 or 4 recent years
only 6.5 percent was shipped. Obviously something was wrong. It
was then found that this situation fell very heavily on certain rural
30unties which had the strawberry crop and other berry crops as their
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main reliance for income. For instance, there was one county in

which in prior years 760 carloads of strawberries were shipped each
year ; in the depression this dropped to 160 carloads a year. The local

people thought it was all a matter of bad business, but it wasn't. The
point was that the quick freezing industry was growing all over the

United States and these people were not getting their share of it, even
though they were one of the nation's largest producing areas. It was
natural that private businesses established in other parts of the country
should worry very little about this. They had plenty of areas in which
they could get all of the raw materials they needed that were much
closer to the bigger markets. Furthermore, the freight rate situation

was such that hauls all the way across the continent were just as

economical as hauls of only one-third that distance.

However, here are thousands and thousands of rural people and
they have no chance of recovering those markets unless they can get

part of this changed business development. There were no cold-

storage warehouses within reach of most of the farmers concerned.
Refrigerated transportation was not available, and everything
pointed to the likelihood that that part of the economic base would
be washed out from under them and stay washed out. It seemed
natural that if nobody else would take an interest in that sort of
development public agencies might, and the college of engineering
of the University of Tennessee had been experimenting with the
processing of products, of perishable food products, by freezing, for

many years, and hence the Tennessee Valley Authority consulted
them and it was decided to attempt to see whether some process of
freezing could be adapted to that situation encountered in the Ten-
nessee Valley area, so that a normal share of a rapidly increasing
business could be obtained.

It might be well to spend just a minute to indicate why the freezing

business had displaced fresh products. Formerly many of the uses

for fresh strawberries and other fruits were in the industrial mar-
kets, preserving, pie making, and so forth. As soon as the original

type of frozen products, called cold-pack products, came on the
market, it enabled these industrial consumers of the raw product to

get them in processed form, frozen permanently. That made them
like cloth, lumber, or nails, or any other permanently stored com-
modity, and they could get so much a month, whereas in the old days,

using fresh product, they had to have equipment and personnel to

handle a whole year's supply of raw materials in 4 to 6 weeks, while
the crop was at the peak.

Obviousl3% the overhead was high, so the minute the cold-packed
fruits and vegetables came on the market a large part of the indus-

trial outlet had no further interest in fresh products at all, and the
particular farmers who happened to be dependent on that raw prod-
uct were just out of luck. They weren't out of luck in all parts

of the country, because the freezing business had made a start, but
the particular group in the Southeast were destined to lose out.

A new process was developed. The aim was to find a way of freez-

ing in small enough production units so that the products from scat-

tered farms over quite an area could be purchased, and to do it eco-

nomically enough to compete. As I said a while ago, that sort of

development is not just a matter of pointing the finger. Market
analyses were made over a period of 3 years to find the exact areas in



CONCENTRATION OF ECONOMIC POWER 3937

which the inherent economic factors were such that the southern area

could logically serve them more economically than could other areas.

A process was developed which was novel in character. It could

be operated in small units, 2,000 pounds per hour or down as low as

500 pounds per hour. Ultimately it will probably be developed to a

|)ortable basis.

Commodities were frozen experimentally, cost records obtained, and
it was found that far from being an inferior product as many of the

buyers had feared would be the case in the Tennessee Valley produc-

ing areas, the product was a superior product, and in disposing of

limited quantities from the experimental operations premium prices

were realized.

That development apparently has laid the basis for local industry,

the purpose of which will merely be to get an agricultural product

on which large numbers of farmers were dependent to the market.

Without this development they were bound to lose a large part of

that market.
Mr. Nehemkis. I ask you to pause at this moment and identify

this document.
Mr. Ferris. This diagram is entitled ''Income Added to Area by

Freezing." I should like to make a comment on this diagram at this

time, if I may. Earlier in my presentation I spoke of the fact that

a raw ])roduct area loses in exchange for manufactured products. It

also gets less for what it ships out tlian it might. Let me call atten-

tion in this case of quick frozen commodities to the figui'es shown on
this diagram. For a number of years the amount of money that

fresh strawberries left in the state of Tennessee, shipped on the

fresh market, was 4.2 cents, average. It took a certain number of

acres to grow that product. By quick freezing it, you add a scien-

tific knowledge and engineering skill and labor to it and the most
conservative estimate that we have been able to make is that the

same number of pounds would leave at least 8.4 cents per pound in

the area. Now there it seems is the basis for raising income. It

seems a better basis than the subsidies which we discussed earlier.

Mr. Nehemkis. I offer in evidence the diagram identified by the

witness.

Acting Chairman R-eece. It mny be admitted.
(The diagram referred to Avas marked ''Exhibit No. 635"' and is

included in the appendix on p. 4119.)

Mr. Ferris. In the rural regions, such as many of the parts of the
Tennessee Valley and the Southeast, America is at a sort of cross-

roads. The action of past forces for Avhich our people are not en-

tirely res})onsible has brought about a condition in which thousands
and thousands of people are dependent on a continual flow of money
from the wealthier centers of the states—these state subsidies for
roads and schools, and then more recently the money from the Fed-
eral Treasury has helped shore up the thing and keep the wheels
turning.

It seems perhaps that a more sound method of approach, or one
which should be developed as fast as possible, is to enable people
to create wealth themselves. If there is any other way than adding
brains and skill to raw materials, I haven't heard of it, and to the
extent that that is done, we can anticipate raising America's income
Avherever it is done.
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In addition to the research activities of the T. V. A., some of its

other programs have a rather interesting effect upon industry. I

should like to call attention to the fact, for instance, that a waterway
of 657 miles in length is being added to the national system of

waterways. That waterway is somewhat different from any that

have been developed yet in that it goes into the heart of a region.

A map of the Mississippi-Ohio internal waterway system will show
that it follows lines which divide regions. It is a sort of fence

between regions, except at the upper end of the Ohio.

The interesting thing about the Tennessee Kiver addition is that

it goes into the heart of the Southeast and will, it is anticipated,

permit certain materials and resources to move in commerce that

wouldn't otherwise be accessible.

In the development of that waterway, as the committee is well

aware, electric power has been made available and it has been dis-

tributed over a fairly wide area at low uniform rates. It would
appear that certain effects of these developments on the water sys-

tem may have favorable effect on the economy of the region. The
industry of the Northeast developed on an artery pattern; the con-

centration map clearly shows it concentrated first along the ocean

margins and, second, along certain main arteries of transportation

on which coal could be easily hauled. That need not be repeated

in the Southeast apparently because industry is coming there later in

the history of the Nation. It is coming at a time when there is a net-

work system of transportation available instead of an artery system.

Furthermore, electric power is available in hundreds of smaller

towns, which was not the case in the Northeast. Hence, the South-

east may reasonably anticipate that nothing will prevent a better-

balanced development and less concentration in a few large centers.

Now, what has the new network of electric power got to do with

that? Well, obviously, it is a different thing in deciding upon the

location of manufacturing as to whether the power is only available

where coal could be hauled cheaply along some railroad line or river

channel or whether it is available anywhere. One of the things

that has happened in the Tennessee Valley area is that firm in-

dustrial power is available at uniform rates. Large and small mu-
nicipalities all sell retail power at the same retail rate with some
minor variations, and surcharges for amortization, and since the

power is available at uniform rates in large and small commmiities

there is no longer the tendency to concentrate manufacturing at a few
centers.

Furthermore, the power rates to small industrial customers are just

as favorable as the rates to large industrial customers.

The most obvious example of opening new opportunities for indus-

try is in the electric-appliance industry. Here you have an area in

which along the rural lines in 2i^ years the number of customers

increased from about 63,000 to about 122,000. You have an area in

which residential consumption of electric power increased about 72

percent, from early in 1933 to the end of 1938, as against 33 percent

for the country as a whole. Now this power can only be used as

appliances are bought to use it, and it therefore won't be at all sur-

prising that over a period of only 3 years the rate at which electric

appliances were bought along the lines supplied by the T. V. A. power
was doubled and that over $5,000,000 worth of appliances have been
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sold there, and of course most of them have been manufactured in
other parts of the country, so that the stimulus to business has been
in that case largely to business in other parts of the country.

Also, as farms and residential users put in electricity, they
have a way of making other improvements at the same time and it

is observable that other industries are being stimulated. People paint
and they do other things which it isn't necessary to recount.

It has been said that agriculture alone isn't going to do tliis job
3f increasing the income in the Southeast to the point which the
Nation wants it to reach. I am sure that the cooperation of industry
is required. It is rather interesting that some of the largest national
Dusinesses are taking a new attitude in this matter. One of the great
nerchandising companies, the name of which I am not at liberty to
Tiention, has been placing industrial orders in various regions of the
30untry as nearly as possible in proportion to the sales which they
expect to realize in those regions. Of course, in doing that they are
ilso making an investment in future markets and in less taxes for suIj-

ddies, let's say, to those regions. It is well known that Ford has been
hinking along the same lines. He has built 4, pardon me, 12 plants
n rural areas in recent years. They make $8,000,000 worth of prod-
icts a year. They paid out approximately a million and a half dollars
n wages. Of course. Ford's idea is to find out how far it is possible
:'or a manufacturer to serve his own interest and at the same time
juild up purchasing power in the hinterland where lie ultimately
•xpects to sell his products.
The Simmons Co. of Kenosha, Wis., has during the course of a

'^ew years started manufacturing all over the country. It has eight
iecentralized plants now.
The Goodyear Tire & Rubber Co. is quoted in a recent article in

Business Week to the effect that a 5,000-tire-a-day plant can be just
IS efficient as a 20,000- to 40,000-tire-a-day plant, and it has beg-un
o attempt to build up purchasing power consciously.
It is unnecessary to say that the South should strive to attain parity

n transportation rates. It seems to be a matter that is a national
esponsibility, inasmuch as the Federal Government has a great voice
n the control of transportation rates. The committee, of course,
mows that this matter is now under active consideration by Congress
nd the Interstate Commerce Commission. But there are other bar-
iers to development in the South for which the South is not alone
esponsible. I can mention, for instance, the pricing systems on cer-
am major basic commodities. Steel was one until recently. Only a
hort time ago a $3 differential on steel at Birmingham was removed.
Jntil it was removed, any manufacturer who w^as interested in
aakmg desks or filing cases or roller skates or any fabricated product
'f steel m the South had to pay arbitrarily a $3 a ton premium on
lis basic matericil, and naturally he didn't do it, the location was
Isewhei'e.

Apparently the South and the Nation will gain if there is a sonie-
rhat greater degree of self containment in industry. It will
trengthenthe national economy as well as that of the Southeast, and
egardmg any new industrial production that may come about in the
southeast, I should like to quote a very conservative authority, the
National Industrial Conference Board, on the matter of competition
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They recently published a statement on how to bnilcl up the pros-
perity of agriculture and advocated greater processing of agi-icultural

products in the agricultural areas. I quote this statement from that
bulletin

:

Any new production is matched by new markets for goods from other areas.

We have already given examples. We have already filed as an
exhibit a list of manufacturing in which the percentage of its pro-

duction in the South is ridiculously low.^ It should be recorded,
I think, that until recently the best authority I know of estimated

that the South has been trying to buy a billion dollars worth
of foods a year from other parts of the country, of which about
$400,000,000 worth was bought by farmers. Everybody knows that

the income from cotton is falling, and that it cannot be relied upon
to recover, and that a long period of readjustment must come about in

the South before alternative sources of income are developed which
will fully replace cotton.

Where is the South going to get the money to buy $1,000,000,000
worth of foods from other parts of the country? It isn't likely that
it will. It is simply being forced to raise more of its own foods and
ultimately foods processing will probably grow along with foods
production. An example of greater self-containment that benefits

everybody in the Southeast and nationally alike is this very interest-

ing local business which is sweeping the country, the freezer locker

plants. A southerner in Memphis calls them "food banks." There
are hundreds of them in the Middle West and the Northwest, south-
ern Canada, and there are some scores of them in the Southeast now.

I dare say that if the facts were known there would be many more
if the financing—if people investing money had a picture of the
possibilities. There are 5 in Tennessee and 15 in Texas. What the
farmer does is to rent a little locker that has about 10 cubic feet of
space and he pays about $10 a year for it. The locker plant gen-
erally has 300 of these lockers. The farmer can raise and keep fresh
meat and his own family can eat it, and by and large the meat is

consumed locally entirely, and there is not the slightest bit of com-
petition with other parts of the country.
The people in the Cotton Belt report that many of the tenant

farmers are gaining as much as $75 a year on a $12 payment for a

freezer locker. Having a way of keeping fresh meat, they raise a

little. The southern farmer is meat hungry, but he hasn't been able

—

he hasn't had the facilities to keep it. You can't hang out an ice

card in the rural South—or if you did, nothing happens, and the
new freezer locker business is making it possible for the southern
farmer to have fresh meat, and it is going ahead by leaps and bounds,
apparently in spite of any financing difficvdties that there may be.

However, I have no doubt that the growth would much more
nearly approximate that in the other parts of the country if the

financing problem were solved. It should be remembered that in

trying to achieve a greater degree of industrial self-containment, the

industrial development of the Southeast, while rather dramatic, has
been largely absentee owned. For instance, the South has one of

the Nation's most profitable opportunities for steel manufacturing;
coal, limestone, and our largest remaining reserve of iron ore all

1 See "Exhibit No. 633," appendix, p. 4106.



CONCENTRATION OF ECONOMIC POWER 394]^

right together near Birmingham. Originally the company that de-
i^eloped that resource in the Southeast was locally owned, but in 1907
Lt became^ an outpost of the U. S. Steel Corporation.
In 1907 the Southern Railway became a part of a national system

ontrolled from New York. JMany of the dramatic industrial devel-
opments which earlier in this statement we relied upon to support
3ur optimism, are absentee owned. The big chemical companies,
ilmost all of them; big rayon companies; in fact, one of the diffi-

culties is that the lack of leadership and research in the South is
ending to force the development, the ownership, and control outside.
The exhibit that lias been filed, the statement bv Dean Wilkinson,

)f the University of Louisville,^ shows that in the "State of Tennessee
ibout 39 percent of the dollar value arising from manufacturing was
n absentee owned plants. In 1929 that had grown to 64 percent ; in
-933 to an estimated 70 percent ; in other words, absentee ownership
md control was growing fast. He also estimated that about 46 per-
ent of the profits from industry in Tennessee in the year 1933 left
he State and, of course, was not available to build up the South's
vorking capital. The question was asked as to the importance of
mproved facilities for financing. This witness is not qualified to
hscuss tliat question as an expert. However, he has consulted some
conomists who are somewhat familiar with the situation and was
.stonislied to learn that only this year has a study been begun to
ind out the extent and cost of credit available to industry in the
southeast.

^
The Rosenwald Foundation has just financed a project at North

Carolina State College to really get the facts on this question of
redit.

Mr. Nehemkis. How long do you think it will take before they
tave their study completed?
Mr. Ferbis. My guess would be that at least a vear would elapse

•efore reliable data would be available. Tlie problem is certainly
xtensive, and involved, and a]:>parently those studies in North Caro-
ina State College might well be supplemented.
Another suggestion that has been made is that it is rather strange

hat 25,000,000 people in the Southeast have no access to a stock ex-
hange m the region. It is true that southern stocks are bought and
old over the counter, but apparently a great many people are more
nchned to risk their money in a venture if they see an easy way
f getting it out, and they are much more inclined to rely on financial
nstitutions that are in control of the people they know, or know
bout.

-^ '

It would appear, also, that the basic problem of opening new op-
•ortunities is to finance new equipments ; the industrial equipment of
he South IS very meager. With only 9.6 percent of the Nation's
alue added by manufacturing it is plain that in proportion to 20
•ercent of the population, the development involves long-term in-
estment, and the South's capital fund must be built up and must be
rawn upon. That long-term investment will probably come partly
rom local equity investing, venture money, but an economist whose
pinion I value is convinced that term banking is probably, or would
e a very constructive move, investment banking on a basis which

1 Sop "Exhibit No. G32," appendix, p. 4099.
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would permit the financing not merely of short term transactions but
of equipment and buildings and so on for periods of 10 to 20 years.

Summarizing, concluding, it is the opinion of this witness that the
expansion of local business involves a number of underlying forces

in addition to credit; that these forces are necessarily slow in action

and the effects are bound to be slow. However, the South is fortu-

nate in having leadership which is analyzing all of the intricacies of
the problems before us, practical men who are taking these problems
with unusual seriousness and are trying to do something about them.
They don't want the South of the future to be a duplicate of the

commercial and industrial economy of any other region. They want
it to remain, I think, basically agricultural, and they think of indig-

enous industry primarily as a means of balancing the economy to

the point where the pressure of the surplus rural population can be
relieved. The rest of the Nation, I am sure, does not want a con-

tinued migration of millions of people from the South, either to its

large cities or to its developed agricultural areas. It wants these

people to develop means of increasing their income largely where
they are, I think, and it can look forward to a slow development in

a direction as technical research and financing and education and
leadership all cooperate.

While slow, these forces are under way. It is repeated that some-
thing dramatic happens when, in one Southern State, 25 percent of
its agricultural land devoted to cotton was changed in 6 years to

other diversified crops. It is dramatic that in spite of the difficulties

the Southeast has encountered it has been able to keep up with the

commercial, or at least the industrial, development in other parts of
the nation; hence in the opinion of this witness both the South and
the nation may hope for an acceleration of past progress.

I have nothing more to say.

Mr. Nehemkis. One question, if I may put it to you : If I under-
stand your testimony correctly, the primary problem of the South as

you have been describing it is not the pouring in of additional credit

but the making available to that area technical and laboratory re-

search in order to utilize the basic byproducts of that region. Is

that correct?

Mr. Ferris. I should say so, yes; in order to utilize the resources

at hand and to add value to them, scientific knowledge, and engi-
neering skill and labor, so that, as they go to the markets of the
nation and the world, they leave a bigger return behind them than
the returns on that income map.
Mr. Nehemkis. Thank you very much.
Mr. Taylor. Mr. Chairman, I have one question that I think can

be answered very briefly. Our own studies in the Department of
Commerce show that in certain parts of the South there is a rela-

tively large amount of foreign capital investment. By foreign I
mean from outside the United States. Have your studies indicated
in any way the geographic distribution of outside capital invested in

those industries down there?
Mr. Ferris. We have made no comprehensive studies of tliat. I

happen to know that the largest cotton farm in the world is financed

by English capital, in Mississippi, the Delta & Pine Land Co.
Mr. TatXiOR. Some of the industries are, also.
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Mr. Ferris. The steel industry at Dayton, Tenn., was once financed

by British capital. It has folded up. A large amount of the coal and
timberland in southwestern Virginia and western North Carolina

was financed by British capital, but I have no comprehensive data

an your question, sir.

Acting Chairman Keece. If there are no further questions, you
may be excused. The committee, however, appreciates your very

splendid presentation of this phase of the study, and needless to say

it has been of particular interest to me.

Mr. Ferris. I hope that the chairman will pardon the errors made
by a recent importation into the South.

Acting Chairman Reece. You have done a very fine job.

(The witness, Mr. Ferris, was excused.)

Acting Chairman Reece. The committee will stand in recess until

10 : 30 tomorrow morning.
(Whereupon, at 5 : 30 p. m., a recess was taken until 10 : 30 a. m.,

Friday, May 26, 1939.)
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FRIDAY, MAY 26, 1939

United States Senate,
Temporary National Economic Committee.

Washingfon., D. C.

The committee met at 10:55 a. m. pursuant to adjournment on
Thursday, May 25, 1939, in the Caucus Koom, Senate Office Build-
ing, Senator Joseph C. O'Mahoney presiding.

Present: Senator O'Mahoney (chairman) ; Representative Wil-
liams; Messrs. Davis, Henderson, Frank, O'Conuell, Patterson^
Lubin, and Brackett.

Present also : Representatives Robert G. Allen, of Pennsylvania

;

James H. Barnes, of Illinois; Jerry Voorhis, of California; Pius
L. Schwert, of New York; Amos E. Taylor, Department of Com-
merce ; Ernest S. Meyers, Department of Justice ; Peter R. Nehemkis,
Jr., special counsel. Investment Banking Section, Securities and Ex-
change Commission, and Joseph R. Kelley, associate counsel. Invest-
ment Banking Section, Securities and Exchange Connnission.
The Chairman. The committee will come to order.

During the consideration of the question of milk as presented by
the Federal Trade Commission, B. F. Beech, secretary manager of
the Michigan Milk Producers Association, was on the stand. ^ A
question was directed to him by the chairman asking for a coj^y of
the Articles of Association of the Michigan Milk Producers Associa-
tion. Mr. Beech agreed to submit those articles. They have now
been handed to the chairman and I now offer them for the record.

(The Articles of Association referred to were marked "Exhibit
No. 636" and are included in the appendix to Hearings, Part VII,
p. 3279.)

The Chairman. Mr. Nehemkis, are you ready to proceed?
Mr. Nehemkis. Yes; I am, sir.

The Chairman. Will you call vour first witness ?

Mr. Nehemkis. Mr. T. M. B. Hicks, Wilkes-Barre, Pa.
The Chairman. Do you solemnly swear the testimony you are

about to give in this proceeding shall be the truth, the whole truth,
and nothing but the truth, so help you God?
Mr. Hicks. I do.

TESTIMONY OF T. M. B. HICKS, WYOMING VALLEY INDUSTRIAL
DEVELOPMENT FUND, WILKES-BARRE, PA.

Mr. Nehemkis. Will you state your name and address, sir, for
the record?

1 See Hearings, Part VII, pp. 2884-2941.
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Mr. Hicks. My name is T. M. B. Hicks, Jr. My address is 853

Wyoming Avenue, Kingston, Pa. ; Kingston is a suburb of Wiikes-
Barre.
Mr. Nehemkis. What is your occupation, Mr. Hicks?
Mr. Hicks. Manager of the Wyoming Valley Industrial Develop-

ment Fund, and industrial commissioner of the Wyoming Valley
Chamber of Commerce.
Mr. Nehemkis. How long have you held that position?

Mr. Hicks. Two years.

Mr. Nehemkis. What was your experience in business prior to

that time?
Mr. Hicks. For about 20 years, in department store and chain-

store management, primarily.

Mr. Nehemkis. And as such I think it would be a fair statement,
would it not, that you had a fairly wide and varied experience with
the problems of small business?

financing small business WYOMING VALLEY PLAN

Mr. Hicks. Yes; that is true. During most of that time my prin-

cipal activity in store management was in the redevelopment or the
handling of sick business ; businesses that had some unusual problems
that called for special attention. I never had a job when the store

was in a good, healthy condition at the time I got it.

Mr. Nehemkis. Will you describe for the committee, Mr. Hicks, the
Wyoming Valley Industrial Fund, how it was established, what its

purposes are, and its general method of operation, as you know it?

Mr. Hicks. Well, we have in the Wyoming Valley a large and
difficult unemployment situation. Wilkes-Barre is part of a com-
munity of 18 or 20 cities, boroughs, and townships, which geograph-
ically are united and economically are united, although they have
some political subdivisions in built-up areas where you can't tell

where one town ends and the other begins. We have in the valley a
population of approximately 350,000 people.

In that valley today we have employed about 45,000 men in anthra-
cite mining operations, and about 25,000 men and women in various
manufacturing operations. We have, however, approximately 30,000

unemployed men and women, mostly due to the fact that anthracite

production during the past 10 years has had considerable shrinkage,

so that we have in that valley more than 20,000 people who were
formerly emplo3^ed in the anthracite industry not now employed. We
have a large number of young people who have graduated from high
school or who left school and who need employment, who cannot
be absorbed in mining operations. Our problem has been to find

some method of developing employment for those people. For that

purpose an industrial development fund has been raised by the va-

rious business interests of the community.
It is a fund which at the minute is $80,000. It has no particular

term and when that $80,000 is spent, if the spending has been produc-
tive we will proceed to raise another one, whether that is. 3 months
or a year and a half from now, the purpose being entirely to develop
industrial pay roll.

Mr. Nehemkis. And as I understand it, Mr. Hicks, this fund of

$80,000 has been contributed voluntarily by the businessmen of the

community ?
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Mr. Hicks. That is correct; yes, sir.

Mr. Nehemkis. And the purpose of the Wyoming Valley industrial
fund is to bring into your community new business enterprises, is
:hat correct?
Mr. Hicks. Or develop new enterprises there

;
yes, sir.

Mr. Nehemkis. I take it the functions of the Wyoming Valley
fund are closely associated with the local chamber of commerce, is
hat correct?

Mr. Hicks. They are; yes. The fund is independent, but it is
iffiliated with the chamber of commerce and the work of the in-
lustrial fund and industrial department of the chamber of commerce
ire for all practical purposes merited.
Mr. Nehemkis. How many new business enterprises have you suc-

•-eeded in getting to come into your community since January 1,
.938? -^

'

Mr. Hicks. There have been eight new ones developed. They
vere not all brought in; some of them were developed locally and
here have been three industries reopened that Avere closed.
Mr. Nehemkis. Are you presently negotiating with any business

nterprise outside of the community to come into the region ?

Mr. Hicks. We are now in active negotiation witli approximately
5 such business enterprises.
Mr. Nehemkis. Do these business enterprises outside of your com-

lunity that you discussed the matter with manifest an interest to
ome ?

Mr. Hicks. Why, yes; our interest in businesses coming into the
Vyoming Valley is entirely based upon what economic advantage
iiere may be to them to come in there. In the first place, there is
trend in quite a few types of industries right now towards decen-

ralization of operation: that is partly due to increased transporta-
lon costs, and it is partly due to the trend on the part of a number
f industries to develop their sales territory more intensively by
mattering branch operations.

We are in contact with a number of such and we are always seeking
lore. There are always cases where we learn in one way or another
f an industry which plans to move from its present location, and
-' it is the type of industry that fits into our plans, we make contact
nd if we find it is a sound concern that has some economic advan-
iges in location in our community, we do our utmost to bring it

lere, and we have about 35 such cases under negotiation at the
resent time.

Mr. Nehemkis. I take it you don't make some direct effort unless
)me prior interest is manifested on the part of the industry, to get
lem to come into your conununity. You don't coax them away
:om their present location unless they are interested in changing.
Mr. Hicks. Not as a rule. We are working on a definitely devel-
3ed program. We have studied our unemployment problem and we
;el it can be largelv solved through the successful cari-ying out of
)proximately 44 different industrial projects. Some of those projects
:"e a single plant and some of them are a group of small plants in
certain type of manufacturing business. We have studied those
it to determine precisely what economic advantage there may be
or each of those types of industries in location in our community,
nd our interest in, an industry that may want to expand, establish
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a branch plant or move from its present location is very largely

governed by how it fits into our plans, as well as the soundness of the
industry itself.

Mr. Nehemkis. When you find a typical business enterprise in

some outside region that would like to come into your community,
as a general matter what kind of financial difficulties do you find

confront such business units or enterprises?

Mr. Hicks. Practically all of the manufacturing concerns with
whom we are dealing or negotiating come in the class of small indus-

try. That is to say, they have net worth ranging all the way from
fifteen or twenty thousand dollars in some cases, up to one hundred
fifty, two hundred thousand dollars in others. Of those that we
have dealt with in the past, except for one or two branch plants of

larger corporations, they have all been in that class. Those we have
under negotiation now with one exception are all of that size.

Their problem in expanding to develop a branch or in moving an
industry that is now established, is very largelj^ a problem as to how
it can be done without cutting down their present working capital.

In practically every case the working capital that they have is

either no more than their need or is now inadequate for their need,

and their problem is how they can grow or how they can redevelop
their businesses without cutting into that limited working capital.

Mr. Nehemkis. And if you can't work out an adequate financial

solution to the problems of an immediate business enterprise that
is seeking to come into your community, that enterprise simply can't

come.
Mr. Hicks. That is right. If we can't work out their financial

problem, we can't get them.
Mr. Nehemkis. And what success to date have you had in working

out satisfactory financial solutions?

Mr. Hicks. Well, in most cases by one method or another we have
so far been able to work them out. There have been one or two
instances where we have had to abandon an industrial project because
we couldn't find any practical method of financing it. We have a

great many financing ])roblems involving industries that we already
had. In some cases we have worked out solutions and in others up
to this time we don't know what the answer is.

Mr. Nehemkis. Let us turn to this question, Mr. Hicks. What are

ihe types of problems you run into? What is the first major kind
of problem that confronts you?

MAJOR difficulties ENCOUNTERED BY SMALL BUSINESS SEEKING NEW
CAPITAL

Mr, HiCKS. Generally speaking, there are three types of financing
problems of small industry to which the solution today is either very
difficult or practically impossible. The first of those is the problem
of financing industrial real estate. I don't know where you can get

a mortgage on an industrial l)uilding today. In case it is an old
building somebody is stuck with, and you have a purchaser for it,

the present owner will, as a rule, carry a mortgage on it, but if it is

a case of a new building for a new industry or an addition to a build-

ing for an expanding industrj^ or an industrial project which wants
to take a building in the community, that needs to purchase and
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remodel it, unless tliey have assets other than the real estate itself

that can be used as collateral, a mortgage is practically out of the
question. I don't know where to go for one and I have made
repeated efforts.

Mr. Nehemkis. Just to make it very practical, could you give the
3ommittee a concrete illustration of the kind of situation you are

iescribing ?

Mr, Hicks. Yes; I can give one or two of those very readily. We
have a project before us right now. It involves a concern which is

in the business of dealing in thrown silk. We have a rather large

;ilk throwing industry in the AVyoming Valley. I think we rank
lext to Paterson in our facilities for silk throwing and in our actual

i^olume of business I think perhaps we are running ahead of Pater-

ion in that particular industry in the country.

This concern is now absorbing the entire output of three throwing
nills in various sections of the East. Its volume has grown to the

itage where it can absorb the output of a fourth. We are negotiating
vith them for the possibility of establishing this mill under their

)Wn ownership and operation in the comnumity. There is a mill

)uilding available there that they are willing to buy if it can be
inanced on mortgage ; that is, they are willing to put some cash into

t, but they want a substantial mortgage on it. The price of the

)uilding is very low.

Up to the minute, we haven't been able to find any source for the

nortgage. We may have to absorb it ourselves eventually, although
ve don't want to use as much money as that would involve, if we
an avoid it.

I have another case of a small business which has the volume avail-

able for expansion. It makes upholstered furniture. They need
apital for expansion. They have the business available; they can
)ut 20 to 25 more upholsterers to work any time the expansion is

storked out for them. They unfortunately own their building. They
lave a building which has an appraised value of about thirty-seven or
hirty-eight thousand dollars. They have a mortgage loan of $19,000
utstanding against it. In order to get that loan they had to pledge
11 the liquid assets they had. None of their liquid assets are avail-

ble to finance their expansion because then' are all against the mort-
:age. In other words, they have a $19,000 mortgage on their

lusiness by putting up more than $19,000 of liquid assets in addition

the real estate.

Mr. Nehemkis. You have been giving us an illustration of one of

our major problems ; what would you say, Mr. Hicks, was a second
lajor difficulty that you encounter?

Mr. Hicks. Well, the second major difficulty, sir, involves the

mancing of machinery and equipment in cases of plants which wish
expand, in cases of plants which wish to establish branches, in

ases of plants wliich wish to modernize their equipment, and in cases

f new industrial enterprises. The only method whereby a small

'usiness house today can finance new machinery or equipment is on
lease purchase plan financed by the manufacturer of equipment,

liat involves an added cost of machinery which ranges in some cases

only 10 percent, in other cases 25 or 30 percent. It means the

mall industry financing machinery and equipment by that method
5 simply saddling itself with a fixed charge in the form of higher
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cost of its macliinery and interest cliarges on that investment whicli-

tend to throw it out of competition, particuLarly in industries where
competition is sometimes figured in terms of fractions of a cent.

Mr. Nehemkis. Can you give the committee concrete illustrations

of this kind of financial difficulty you have been describing?

Mr. Hicks. Yes ; we have a number of them. It is almost a daily

problem with me. I think there is hardly a day that something of

this sort doesn't hit into my office to try to find a solution.

We have one case pending now, another silk-throwing mill proposi-

tion, where we have a requirement to finance new silk machinery to

the extent of thirty-five to forty thousand dollars. That machinery
is good staple throwing machinery. It consists of new coning ma-
chines. Practically all of our throwing plants are finding it neces-

sary to bring in new type coning machines in order to handle what
are termed larger packages. They are 5B machines, which are per-

fectly staple in the silk industry ; they haven't changed in type or

value particularly for 15 or 20 years.

That plant can be redeveloped and reopened when we find some
practical method of financing that equipment. It could be financed

through the manufacturer of the equipment but the outfit in question

is unwilling to pay the added cost, which is approximately 20 per-

cent, that would be involved in buying machinery on that method.
The business is too competitive for them to be able to stand it.

I have a number of other cases locally that are of very similar-

nature.

The Chairman. Dealing with this particular case, are you satis-

fied that there is a market for the product of this company if it were
enabled to acquire the machinery?

Mr. Hicks. The company already has the business, Senator. They
are now farming it out under contract.

The Chairman. And not doing it themselves?
Mr. Hicks. They want to do it themselves. They want to do it iu'

our community.
The Chairman. Well, if the business is being performed on con-

tract, this financing would merely mean shifting the production from*

one plant to another plant.

Mr. Hicks. Yes; for all practical purposes. It means, on the other

hand, in our particular community, 300 jobs, Senator.

The Chairman. But 300 jobs in your community taken away from
some other community. What I am interested in is expansion,,

whether there is a possibility for expanding this particular industry.

Mr. Hicks. In the case of the silk throwing industry, until recent

weeks there has been definite expansion during the past 12 months.
The high price of raw silk has temporarily halted that expansion,
but imtil 3 weeks ago every silk-throwing plant in our valley that

was equipped to operate was going full blast, and there was demand
for thrown silk that those plants could not supply.
The Chairman. What is the explanation of the attitude of the

manufacturer of the machinery ? Appai-ently you describe a case in

which machinery could be sold, but the price upon this lease purchase
plan is too high.

Mr. Hicks. Well, the manufacturer farms out that paper, Senator,
to commercial credit companies, as a rule, and the rate that he passes

on to the customer is the rate that he is charged.
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Tlie Chairman. What is the obstacle, the interest rate?
Mr. Hicks. That is the principal obstacle, yes; and the fact that

he manufacturer, who doesn't get all of his cash out of the trans-
iction in discounting that paper, adds an extra charge on his equip-
nent because of the money he has tied up.
The Chairman. But the primary obstacle is the inability of the

ilk manufacturer to secure investment capital.

Mr. Hicks. That is right. He can't finance commercially that
apital need.

Mr. Nehemkis. Investment capital for his machinery and equip-
iient.

You have described two major difficulties which are local business-
aen's experience; first, the difficulty of getting mortgages on Indus-
rial property, and now you have just described the difficulty of get-
ing financial aid for machinery and equipment.
(Kepresentative Williams assumed the Chair.)
Mr. Nehemkis. What is the third major problem?
Mr. HiCKS. That is the problem of getting needed working capital,

particularly in a business that is growing and expanding. A small
usiness, one that has started small and has grown right along, has in
ractically every case found it necessary to put all of its available
unds into the type of assets that are commonly termed slow or frozen
ssets. They go into real estate and they go into machinery; they
o into supplies and certain types of inventory which are difficult to
evelop for collateral purposes. When they" reach the stage that
ley need more working capital for current operations they either are
nable to get it at all or they must get it by various methods which
jpresent an excessive cost, particularly in any highly competitive
idustry. They are obligee! to turn to financing through warehouse
irtificates on their inventory, which represents not only an interest
)st on the investment but service charges of the warehousing com-
any which often run as high as the interest charges or double that
gure, according to the nature of the merchandise involved. Or they
nance through the assignment of accounts receivable, either to a
)mmercial factor or through a finance company, paying charges for
lat service which range anywhere from 9 to 20 percent.
Mr. Nehemkis. I wonder, Mr. Hicks, if you could give the com-
littee some specific illustrations of the difficulty and importance of
orking capital for a small business enterprise as you have experi-
iced that problem.
Mr. Hicks. Well, we have any number of cases, as I have indicated,
•me that we have been able to work out, others that we haven't. I
ive one before me right now that is perhaps typical. It is a rela-
vely small business but one that shows considerable promise.
There are three young men who have a small plant in our valley
ho are manufacturing a stoker, an automatic burner for anthracite
)al. They started out about 2 years ago with a design that showed
:omise. They raked up all the money they could get among them,
hich totaled six or eight thousand dollars, and went into the busi-
;ss. Their volume last year—that is, for the year 1938—was some-
dng over 100 stokers installed. Their volume of business was
jproximately $25,000. During that year they paid out and wrote
f all of their organization costs, they wrote off all of their initial
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aclvertisiiic; cost, they spent considerable time and effort and money
in establishing- dealerships through the anthracite-burning States.

They were able to establish 25 or 30 dealers who are just coming into

play this year. They paid that expense and wrote it off.

The net results of their operations for 1938, having written off

all these initial charges, as shown by their statement was a loss of

$500. On the face of it that isn't very favorable, but when you dig
into what is behind it you find that they have written off rather

than capitalized charges, and for young fellows just starting out

they have made a fairly decent showing. They submitted their

stoker for laboratory tests, paid those laboratory fees, and just se-

cured the official approval of Anthracite Industries, Inc., and the
Fire Underwriters, approvals which make it possible for them now
to sell their equipment more readily and obtain dealerships more
readily.

On the basis of that approval, they have actual orders on tlieir

desks today which will give them a volume this year considerably
over last year, and at a profitable price level. The case was sent to

me by one of the banks. They said on the basis of their statement
and the type of collateral which they can offer—because this loan

is a short time credit, but it will be a frequent short term credit: it

is for the purpose of purchasing motors and gear boxes to be assem-
bled into the equipment, the rest of which they manufacture them-
selves—they deserve it, but on the face of their statement and for

that type of collateral which would be useless to a bank if it had
to take it, we can't grant it under the rules, and yet we think they
deserve it. Isn't there some way this can be set up so it can be

handled? That is the problem we are wrestling with now.
I think in that particular case we are going to be able to work

it out. That is, Ave are going to be able to develop a practical as-

signment of assets. Those fellows have had within the last 2 months,
because of the fact that they have been able to get official approval
on their apparatus—that is pretty hard to get, a majority of people
in the stoker business or who want to get in it, can't get it because
their apparatus doesn't meet those tests; because they have had
this approval they ha^-e had five or six offers from people who
want to go in the business and finance it for them, in some cases

finance it on a very strong basis. All they have to do is give them
control of the business. But those fellows sat across my desk and i

told of the struggle they had had to get started, how they had put
every cent they had into it and nearly starved to death getting the

thing started, and they said, "That is one thing we won't do. We will

wreck the business before we will surrender control to anybody,"
and I don't blame them. I would take the same attitude if I were
in their place.
Mr. Nehemkis. Did you hear the testimony of your neighbor,

Mr. Quackenbush, yesterday afternoon?^
Mr. Hicks. Yesfl did.

Mr. Nehemkis. What is your exjDerience in your own conmiunity
with the problem of getting venture money for starting new enter-

prise? How much demand is there for that kind of money?
Mr. Hicks. There is frequent demand for that kind of money, and

it is money that is practically unobtainable.

1 Supra, pp. 3902-3909.
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Mr. Xehemkis. Unobtainable from what source?
Mr. Hicks. Of course, it is outside the banking field entirely, and
Iways has been. It is money usually obtainable from individuals.
Mr. Nehemkis. In short, if a local businessman who had a very

iiteresting and sound proposition came to you for advice in the case
rhere he needed equity or venture money, you wouldn't recommend,
take it, that he go to the local commercial bank for it.

Mr. Hicks. No ; it is out of their field entirely.

Mr. NEHE3IKIS. Could you give the committee some typical illus-

rations of business propositions that could be carried out in your
ommunity, that in your opinion as a practical businessman of many
ears" standing require venture money?
Mr. Hicks. Yes; w^e have those come up very frequently. Of

3urse, you have to remember this : A great many of the propositions
lat come into an organization like mine are obviously impractical,
ome fellow has an invention and he thinks that it is a million-dollar
roposition. It is a pretty wild scheme. Sometimes he has an iclea

lat is a pretty good idea but he has nothing but an idea and there is

othing on which you can build a business. You have to sift those
at. But after you get those sifted out of the picture, there are fre-
lent sound propositions. In those cases, they are problems which
ivolve the expansion of an industry you already have, but an in-
istry may need every cent of its working capital for present op-
ations.

(Senator O'Mahoney resumed the Chair.)
Mr. Hicks. Well, let me give you an instance that is perhaps
pical We are dealing now with a concern that is one of the very
rge manufacturers of lamps in this country, that is, lamps for home
e or for office use. That concern is considering the expansion of
isiness into a field of lamps that it previously has not handled.
! order to get into it they propose to farm out certain operations,
incipally the casting of lamp bases. The volume of lamp bases
at they need would run approximately 1.500 a day as a mininunn,
id from that up.
It is a 5-pound casting. We have several foundries in the corn-
unity, none of them now equipped to handle that particular size or
pe of casting; there are two of them that are willing to be equipped
r the purpose. Now, there is a venture that is somewhat speculative
that it represents a new type of operation for foundry owners,

le problem is how to get the ifunds to launch them on that particular
pe of business; it meant quite an addition to the business of the
mp company itself, which would establish a branch to specialize in
at particular type of lamp. There is a volume in casting which
uild represent employment for 25 or 30 people and shows at least a
'od gambling chance for a profit to the fellow that goes into it.

The problem is how you can finance the necessary equipment to go
to it. It represents casting, grinding, and plating operations.
Mr. Nehemkis. Just generally speaking, Mr. Hicks, can you give
e committee an estimate based on your own experience, of how
xny new ventures might be started' in your communitv if there
ire some ability to obtain what we have been characterizing as
nture money?
Mr. Hicks. Well, if you were to add to that, sir; not only in-
istries that might be started, but industries which might be ex-
uded, go into added lines or go into added volume in their present
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lines, I believe that we could provide employment for approximately

5,000 people in 1 year's time, if capital loans for that particular

type of business were available; they wouldn't all have to be long-

term loans.

Mr. Nehemkis. And as far as you know in your own community
that kind of a financing is not now obtainable ?

Mr. Hicks. I have reason to know; I won't say it is not obtain-

able, because there have been some cases where we have been able

to work it out, but there have been so many cases where we have
not been able to work it out that I think the answer is that it is

diifficult to obtain in all cases, and impossible in a great many of

them,
Mr. Nehemkis. In your experience, Mr. Hicks, would you say

that based on the business enterprises that come before you, that

the major problem for most of the small businessmen is working
capital as distinguished from what we have been calling venture

money ?

Mr. Hicks. I should say so, definitely; yes. That is, it is capital

that is not in any sense highly speculative; it is simply the type of

loan for which there is now no existing machinery. It falls into

the territory whicli lies between that of the, commercial banks and
that of the investment banks, either as to the nature of it or as to

the size of the loan. I am not now speaking of the highly specula-

tive ventures, but those that are sound; those which have security

that can be put behind them; those that can be granted to indus-

tries which have good records, to people who are known to be good
managers, but transactions of a nature for which there is now nO'

formal machinery, so that the money is either not obtainable at

all or is obtainable from private sources at costs which throw the

industry out of competition, makes it difficult or impossible to

operate.

The Chairman. Now, these undertakings have a certain market?
Mr. Hicks. Yes, sir.

The Chairman. In other words, if the loans were available, there

would, in your opinion, be no question about a satisfactory return

upon the capital and a satisfactory market for the production?
Mr. Hicks. That is true, Senator. That is, of course, unless

general conditions blew up, or something like that. I mean they

are secure as most any industry can be. I think there is hardly
a day passes that some industry in the community doesn't bring

in evidence of business that could be secured if its plant facilities

could be expanded to handle it, or if working capital could h&
made available to handle it, A number of instances come to us of

business that could be given local manufacturers.

I brought one that came into my office about an hour before I

left that is a typical instance. The Pennsylvania Power & Light
Co., which serves our community, received from one of their New
York agents a report of a manufacturer who is interested in farm-
ing out a contract for pajamas lo a needle plant, five or six hundred
dozen per week. We have seven plants in our community in this

particular type of work; that is, they are in the garment-manufac-
turing business, using the type of operators and the type of equip-
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ment that could be absorbed in this work. Every one is working to
capacity; none of them has the financing to expand its capacity.
This particular one I have not yet taken up with the local plants,
but I know from previous experiences exactly what the answer is
going to be in every case. "If you can tell us how we can get 50
3r 75 more machines in our plant, w^e will tell you how to handle
:hat order."

The Chairman. Tliat is the universal answer, you say?
Mr. Hicks. Yes. The needle industry has been one Avhich has

?rown very steadily in our community ; every one that we have there
tarted small, and is growing larger. We have one operating now
vith 550 employees that started with 45 people less than 10 yea,rs
iLgo. We have another one that started on a shoestring and 20 people
' years ago; it now owns its own building and just built an addition
o it and is employing 250 people. They are expanding out of their
•wn resources as well as they can, but they are working at capacity;
hey haven't the capital funds available"^ to expand more rapidly;
hey simply have to take it one slow step at a time, and we re not
ble to get such funds for them in most cases; occasionally we can.
The Chairman. What is the chief obstacle to getting the funds?
Mr. Hicks. The fact that their collateral is not of a type that can

»e used to finance a loan at a reasonable cost. In a great many cases
hey can get it from some commercial finance companies, but at a cost
!iey can't pay and compete.
Representative Williams. In what way do you help them ?

Mr. Hicks. Well, in some cases we work with the banks; there
ave been, I think, six cases in the last year where we have gone to
le banks after a bank has raised objection to a loan and found some
'ay of working it out, so it was acceptable at the banks. In some
ases the banks refer them to us. There are some cases where we
ave been able and willing to put a guaranty or an endorsement of
ur industrial fund behind a loan in order that it could be granted
n conditions Avhere otherwise it would have been refused. I want to
lake it perfectly clear that although the banks in our community
re conservative banks, they are striving very hard to cooperate in
lis problem, not only stretching the rules but sometimes stretching
lem quite a way in order to get some things going.
Eepresentative Williams. Do you use your own fund for that
urpose ?

Mr. Hicks. Well, our fund is primarily for the development of
<ew industry and new pay roll. We have not up to this time used it

3 a loan fund
; we have sometimes tied up temporarily part of it on

ti endorsement or guaranty.
Eepresentative Williams. Now what is your plan? What kind of
financial or banking system should be set up in order to meet the
tuation ?

Mr. Hicks. Well, if I may make some suggestions, I tried to de-
slop this in as definite form as I could.
Representative Williams. I think that is perhaps what we want

ere; I think we generally know the situation that exists; the ques-
on with us is to try to find some means to meet the situation ; we
ill be glad to have any suggestions.
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PROPOSAL FOR FINANCING OF SMALL BUSINESS

Mr. Hicks. Based on my almost daily contact with this problem I

wish to make these suggestions respectfully to your committee. If

financial needs of small industries are to be met by governmental ac-

tion, the following factors appear to be essential. First, such ac-

tion should be taken to provide capital loans because that is where
the necessity arises; capital loans longer in term, more flexible as

to the required collateral and more liberal as to the use to be made of

the proceeds of the loan than the present types of banks or govern-

mental loans.

Representative Williams. Now, that is just a general statement.

What kind of a system shall we set up to do that?

Mr. Hicks. Well, my proposal, to make this shorter, is this. It

can be done by one of several methods. I believe whatever method
is employed in the first place that such financing should be based
upon local initiative and local participation in some form. I be-

lieve, for example, that they should be based upon, first, the sound-
ness of the borrower; that is, the soundness of the assets he has; not
necessarily the speed with which they can be liquidated, but the essen-

tial soundness of the assets of the borrower himself.

In the second place that they should be based upon the borrower
putting up in cash part of his own requirement. If it is a loan for

real estate purposes or for machinery or equipment, at least 20 percent

I should say should be a required investment on the part of the bor-

rower himself.

I believe in the third place that such loan should be initiated

locally, either by a bank or a group of banks, or a local community
industrial fund, and that whatever financial organization locally

initiates such loan should also participate to at least 20 percent. As
to the balance, I believe that that can be practically and safely and
wisely handled by Federal Government action, either in the form of

insurance of 60 percent, let us say, up to 60 percent of the necessary

total financing, or by Government participation on an equal basis

with the local agency.
The Chairman. When you speak of Government participation,

what sort of participation do you mean?
Mr. Hicks. Well, the type of participation which the R. F. C. now

proposes with certain loans that they grant.

Repi-esentative Williams. We have that system, haven't we?
Mr. Hicks. We have that system, sir, but it isn't working because

the standards that are laid down are the standards that the small
business cannot meet. That is, a small business can now get an
R. F. C. loan by meeting the same standards as to the type of assets

presented as collateral that are required by a commercial bank; in

other words, if you can get it from the R. F. C. you can get it at

home from the bank.
Representative Williams. In other words, we have the system;

it is just the administration of it that is off?

Mr. Hicks. I think that the rules that are laid down for it, the
standards that are applied to it, are not practical for tlie loan, for
the small business. The F. H. A. system is satisfactory, but the
F. H. A. system does not extend to mortgage loans on industrial

plants under most circumstances and does not extend to mortgage
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loans on equipment. Yet I believe that that could specifically be
extended to meet this need, by requiring local participation but
granting insurance up to a reasonable degree under conditions that
are sound and safe.

There has been some testimony before the committee as to the
length of loans, loans based on industrial equipment. I don't believe
you can lay down today a standard length that is applicable. There
is a great deal of industrial machinery and equipment which now
becomes very quickly obsolete and on which a 5-year loan, liquidated
aver a 5-year period by monthly installment is probably the longest
afe standard. There are other tj'pes of machinery and equipment on
which 10 years would be a safe standard. There are very few on
which a loan extending beyond a 10-year period would be a wise
or a safe standard. I think that would have to be flexible. That
is one reason why I believe that any governmental action should be
based upon local initiative and local supervision because of local
participation.

Representative Williams. Well, now we have, as I understand it,

everything that you have described, except extending the insurance
feature to industrial loans?
Mr. Hicks. Yes, sir.

Representative Williams. Would you be in favor of putting that
in the F. H. A. organization ?

Mr. Hicks. I would as to loans on industrial real estate and
loans on industrial equipment, except that whereas the F. H. A.
low has an 80-percent standard, I believe for this type of invest-
nent it should be 60 percent rather than 80 ; that is to say, 60 percent
)i the total investment involved, the borrower risking at least 20 and
local participation agency risking at least 20; in other words, I
;hink there should be some definite element of risk in the local

participation.

Representative Williams. It would not be necessary, then, in your
jpinion, to set up a separate organization in the Government to
insure industrial loans?
Mr. Hicks. I don't think so, sir, although you might have to

levelop a special section in an existing agency in order to have men
who are specialists in this type of thing.

Representative Williams. And it would not be necessary to set

ip a separate organization in order to handle participating loans
Df local institutions?

Mr. Hicks. I think with reductions of some of the standards in

:he R. F. C. it might be handled there.

Representative Williaims. We have everything, it seems, already
set up; it might be just a matter of extending the law as applied to
ndustrial loans under the F. H. A. organization and remodeling the
rules and regulations of the R. F. C. ?

Mr. Hicks. It might involve some amendment either of the bank-
ing laws or of the examination standard of some governmental
agencies as applied to banks, so that a bank entering into a long-term
loan on a participation basis, a loan of the nature of a capital loan,

3an get by. You know we have cases today in our banks of loans that
are sound as they can be, that the examiner of the F. D. I. C.

requires to be listed "slow loans" not because there is anything wrong;
with them but because they have stood for some time.
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Representative Williams. You recognize a very fundamental dif-

ference between the insurance on industrial loans and on the homes
of the country ?

Mr. Hicks. Yes; there is.

Representative Williams. Essential, fundamental difference, isn't

there?
Mr. Hicks. Yes; there is a difference.

Representative Williams. A very essential, fundamental difference,

isn't there ?

Mr. Hicks. Yes, sir.

Representative Williams. And do you think it is safe to insure
industrial loans by the Government?
Mr. Hicks. I think it is safe to insure them, provided there is a

sufficient degree of local participation and local initiative so the
Government is assured of a close local follow up and supervision.

Representative Williams. Do you mean by "local participation" a

certain percentage of the loan or of the project put into it by the
owner or by some local lending institution ?

Mr. Hicks. Both.
Representative Williams. What equity do you think a man in busi-

ness should have in the property?
Mr. Hicks. In the case of a loan of this type, in the first place, I

think he should have assets enough to warrant the loan, but that

the standard of judging those assets should be different from those

now applied in commercial loans, where the speed with which assets

can be liquidated is now the standard. I think it should be the

soundness standard rather than the speed at which they can be
realized on, as a starter. I think then in a loan which represents

additional capital, for whatever purpose the loan is to be applied,

whether the expansion of present building, the purchase of new
building or purchase of machinery, the purchase of equipment, or the

addition of working capital, that owner should have and put in at

least 20 percent of the total financing proposed.
Representative Williams. I have heard that Lloyd's will insure

anything in the world except to insure that one man or any man will

pay his obligations. Is that true?

Mr. Hicks. I don't know.
Representative Williams. I have heard that statement, and I was

wondering whether you knew that was true or not, that they will

insure any kind of risk in the world except the very thing you are

asking the Government to do here.

Mr. Hicks. Well, what I am suggesting that the Government do
here I believe can be done on a basis which is sound. I believe that

it can be done on a basis where the risk of loss and the percentage

of loss is relatively small. It simply means setting up machinery

which will cover for the small business financial needs which for

large business are now available in our existing system.

The Chairman. Of course, Mr. Hicks, every step that we take by

way of the ex]oansion of Government participation in private busi-

ness is an expansion of big government, and it tends to turn business

over to the Government and change the function of Government
from the original conception of an organization designed to preserve

order to a new organization to carry on the actual functions by

^vhich men live.
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Mr. Hicks. Senator, in theory I do not believe in participation
of the Government in private business. In this particular type of
problem I don't know any other answer.
The Chairman. That is what I was g'oing to ask yon, whether you

have pursued an inquiry as to what might be done to stimulate the
private financing of loans of this character.
Mr. Hicks. I want to make this clear, Senator. We have tried not

to sit around and wait for the Government to do something.
The Chairman. I think that is evident from your testimony.
Mr. Hicks. We have attacked every case on its own merits and

tried to work it out. We have one manufacturing concern going in
our community today that we have been able to develop capital
financing for to the extent of over $200,000, and I think we can
expand it some more if we have to, and I can recite numerous 'cases
where by one method or another we have been able to work it out,
but the point ig that the difficulties in most of these cases are almost
unsurmountable or entirely unsurmountable, and for the cases that
we can work out, there are a great many that we can't simply because
we have in established private business today no machinery set up
to handle the type of thing that is allowable under the law except
certain types of private financing which run in cost beyond the reach
of any concern in a highly competitive industry.

The Chairman. Would it be impossible for private concerns to
operate at a lesser rate than that which is now being charged, and
which you describe as an obstacle to the very type of business that
they are trying to carry on?
Mr. Hicks. Senator, I think in some certain types of that business

the rates have come dow^n some as they have worked the thing out
and found it is practical. But they are operating on a basis whereby
they not only pay interest on the money they in turn extend, but
they have certain services and expenses to carry. It is simply the
30sts that are added into the picture all along the line that the fellow
who borrows the money eventually will pay. The local bank sends
its money in to the New York bank and gets I14 percent; the New
York bank, in turn, loans to one of these commercial credit organ-
izations at perhaps 2^/^ or 3 percent; that credit organization sends.
it up to its office in our town, which goes out and finances the ac-
counts receivable of one of our industries on a basis where the rates
:-ange from 9 to 18 percent. The money started in the local bank

—

t is local funds, but it has run all the way around the circuit. By
:he time it lands back where a borrower can get it, instead of being
ible to finance himself at 6 percent, he is financing himself at 9 or
12 or 15 or 18 percent.

_
Representative Williams. Why not organize a new finance corpora-

ion in that community and lend it at 6 percent?
Mr. Hicks. Sir, we have under discussion now a plan which I

:hink may work out which is exactly along the lines you are sug-
gesting, because I say we are trying to solve this problem without
throwing it into the Government's lap. We have established in our
valley a silk weaving industry. That industry in the last 3 years has
shrunk about 50 percent. Unless something is done about it, I think
;he other 50 percent will pass out of the picture within 2 or 3 years,
3ecause it is an industry which is out of competition. The silk-
A'eaving industry has very largely moved to the South. They have
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gone into the South with new plants equipped with modern auto-

matic looms. We do not have a plant in our valley that is equipped
with modern automatic looms. We haven't a modern loom there.

They are all the old-type equipment, and the equipment and the
labor cost involved in running it is putting them out of competition.
The only way we can hold that industry, and perhaps redevelop

what we have lost from it, is to find some practical basis whereby
those plants can be reequipped with modern equipment. They are
companies which, with perliaps one exception, are financially sound
and safe, and we are proposing—we have under discussion right now

—

the development of an industrial equipment corporation for the pur-
pose of financing that equipment, the idea being to develop some fund
locally, requiring the purchaser to chip in a share of it. We will try
to put up a share of it, and try to borrow the rest of it commercially,
using the machinery and equipment as collateral. We have had
some discussion about it, and I think eventually, I mean within a
matter of weeks, we may work it out.

Representatives Barnes. May I ask a question? As I understand
it, your main objection and trouble in getting working capital is

because of the fact that premium rates or interest charges or carrying
charges are too high for the individuals to take money from the
commercial market; therefore you want the Government to go in,

whereby you can get lower rates.

Mr. Hicks. No; the reason that the procedure which calls for these

high rates is necessary is because they are the only available source.

Representative Barnes. If the Government did participate, would
you want them to add on a premium over and above the normal
interest charge to carry these kinds of loans, or should they?
Mr. Hicks. If the Government is participating, I don't know why

it shovdd be necessary; that is to say, if, for example, you have a

capital loan involving, let us say, $10,000, it is for the purpose of
buying machinery at a cost of $10,000; the purchaser chips in, let us

say, $2,000, M'hich is all the cash he has got; a local bank or a local

industrial fund puts up $2,000; the Government puts up $6,000; that
is to say, it is $8,000 of financing which is shared one-fourth to three-

fourths between a local agency and the Federal Government, or
insured to the extent of $6,000 by the Government.
In the event of insurance I think, for the sake of the added protec-

tion, a local lending agency should be obliged to turn back into the

Government part of the interest charge that is involved. If it is

participation, I don't know any reason why, if the Government is

taking part in the loan, they should require more than the normal
rate of interest.

If it should be necessary to work out a plan of that kind to go above
the normal rate of interest, I think that the necessary charge would
still keep it very much under present available sources of capital loans.

Representative Barnes. If the charge is so excessive today and the

investor can make such a large return on his money, why are not more
people going into it ?

Mr. Hicks. Because most industries won't borrow it. The money
is available to them, but they won't go get it. That is why I say, if

capital funds could be made available, we could very largely within a
year increase employment right in our own community. The indus-
tries that can get funds only by that method prefer to operate with
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svhat they have got and as they are, and not take the risk—not go

ihead. Very little of it actually is being used. In a number of cases

^e have called to the attention of industries that they could finance

pheir accounts receivable to obtain capital for a certain purpose. As

goon as they saw the charge, they abandoned the idea entirely.

The Chaieman. Are there any other questions ?

Mr. Davis. Mr. Hicks, I understood you to say that since January

1938 you had succeeded in establishing in your community eight enter-

prises.

TVTr TTtck*! Y^es sir

Mr! Davis. Would you describe the character of those enterprises

Dr the commodities which they manufacture ?

Mr. Hicks. Yes ; I will be very glad to, Judge. The 8 enterprises

represent approximately 1,200 added jobs, or will. There are 2 of

them that are still in the process of developing their operations and

will not have their full force of employees built up until midsummer.

One of them is an oxygen manufacturing business, or, at least, it is

developing into that. It started out as a dry-ice manufacturing plant

and is now going into other oxygen developments. It is a branch of a

national corporation.

The second is the redevelopment of a branch of a can-manufacturing

company, also a branch of a large national corporation, which had

closed its local branch and was persuaded to come in and reopen. It

is now building it up on certain types of cans which can be marketed

from our location to advantage.

Mr. Daws. Which was the company that established a branch can-

ning plant there ?

Mr. Hicks. Continental.

Mr. Davis. They had ample capital ; did they not?

Mr. Hicks. No capital problem was involved in that particular case,

and in some of these cases it was not involved. In others it was.^ I

can indicate the capital problem where it was involved, if you wish,

sir.

The third one is a silk throwing plant. That was started by local

people and was financed locally, and has been financed locally to the

extent of twenty to twenty-five thousand dollars ; that is, they got

several individuals who had ample funds locally to go into partner-

ship with them. They were two young men who had been brought

up and trained in one of the local silk plants.

Mr. Davis. The silk throwing industry is not centralized into a

few companies, is it?

Mr. Hicks. No, sir: I guess we have 30 companies engaged in

the silk-throwing industry in our valley.

Mr. Davis. And many in other communities?

Mr. Hicks. Yes ; that is true.

Mr. Davis. In other words, it is not a highly monopolized or cen-

tralized industry.

Mr. Hicks. No, sir ; it isn't, but it is a highly competitive industry,

and anybody that goes in it has to finance at a competitive cost.

The fourth one is a i^ants manufacturing concern, which was
started up by a man who had been an employee of another needle-

work concern locally. He started with his own capital. Our only

financing there was to finance the alterations to a building, which

124491—40—pt. 9 31
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we were able to work out because the amount required was not beyond

our reach.

Mr. Davis. That is another highly competitive industry, is it not?

Mr. Hicks. That is a highly competitive industry
;
yes, sir. That

industry, incidentally—the man going into that had $25,000 in cash.

His business has now reached the stage where he is going to need

some further financing of working capital. That is a problem com-

ing up to us within the next 2 or 3 weeks. He is growing pretty

well. He has about 100 people working for him now.

The next one on my list is a silk weaving plant, which was opened

last June. It has been running steadily on 3-shift operations since

with about 150 employees. To obtain the operating of that plant

—

it was opened by the man who owned the building—it was necessary

for us to obtain, in addition to what funds he had, a loan of about 38

or 39 hundred dollars for the reconditioning of certain machinery

which he owned. We were able to develop that loan from one of the

banks. It was on a payment plan which would have extended over

3 years, but was paid off in 9 months.
Mr. Davis. I don't care, as far as I am concerned, for the details

of each case. I was simply interested in ascertaining the character

of the industries.

Mr. HiOKS. I will just name the others. There was a paper-box-

manufacturing concern which was moved from a city 75 miles dis-

tant. It had some financing problems, and still does.

The next one was a full fashioned silk hosiery plant, which was a

new corporation, but which is operating under contract with a large

and well established corporation. In that case it was necessary to

finance the purchase of equipment up to $40,000. We were able to do

that because the company which has this mill under contract gave us

an agreement that in the event of the default of the loan they would
buy the machinery from the banks for the unpaid balance of the

loan. On the basis of that guaranty, we were able to handle that

commercially. That is a $40,000 loan.

The next one is a slipper manufacturing plant which was moved
into the community. The problem there was, to some extent, to

finance on the basis of warehouse receipts and on assignment of

accounts receivable. That is the case where we have developed

financing up to the extent of $200,000 and will go beyond that if

necessary.

There are two other cases that are reopenings of silk-throwing

plants.

Mr. Davis. Mr. Hicks, you have not been able to establish a plant

in any industry which is dominated by a few large units, except

through the branches of some of those units ; is that not true ?

Mr. Hicks. That is true. On the other hand, we made very few
efforts in that direction, Judge.

Mr. Davis. Why? You say you have 35 or 40 efforts under way
now. Do any of those come within that class?

Mr. Hicks. Yes; I should say that there are three of them that

come within that class. Judge.
Mr. Davis. Have you had any success so far ?

Mr. Hicks. In two cases I think we are going to be able to work
it out. In the third case, the industrial taxes in the State of Penn-
sylvania are probably the bar.
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Mr. Davis. Well, now, have your investigations and your studies

extended far enough for you to be able to state whether there is a

resistance upon the banks and other lending agencies from large

units of industry to prevent the establishment of any independent

units ?

Mr. Hicks. Not in our case, sir; no. As far as I know, every large

corporation in the community is interested in seeing this job carried

out, is subscribing to it, and is putting its influence behind it. That
goes for the public utilities. Every bank in the community is a sub-

scriber to our fund and is participating in the effort.

Mr. Da\^s. But generally speaking, you have only interested your
association in undertaking to establish in your community additional

units of competitive industries, made up of a large number of rela-

tively small units.

Mr. Hicks. That is true.

Mr. Davis. "With the single exception of the branches of some of
the large companies.
Mr. Hicks. That is true.

Mr. Davis. Well, isn't it true that one reason why you have con-

fined your efforts to that class of industry was that you didn't feel

you would make much headway on the others ?

Mr. Hicks. That has had something to do with it; yes. Judge.

We tried to work on the things where we thought we had our best

chance of success.

The Chairman. Do you think the principles you have been out-

lining here would apply only in your vicinity, or do you think this

system could apply all through the country ?

Mr. Hicks. I think it coulcl be applied anywhere, sir.

The Chairman. Through the Kocky Mountain West, on the Pacific

coast?
Mr. Hicks. I was in business on the Pacific coast for a number of

years and some of the ideas I am working out here, I got out there,

Senator. I represented Sears, Roebuck in the Northwest for a period

of 4 or 5 years and had considerable contact with development work
in various cities and towns there, and what I have been trying to do
in my section of Pennsylvania is to get them to use some of tho

methods that have been employed in the West, in industrial develop-

ment there.

The Chairman. Your feeling, then, is that if capital loans were
made available and working capital loans were made available, it

would be possible to develop industries in the West and South where
industries have been lagging ?

Mr. Hicks. Oh, there is no question about it, and they are doing it

now to some degree, Senator. We have had t3ranches of four local

industries established in the South within the last 4 or 5 years, and
every one of those cases involved some capital financing by the
southern community.
The Chairman. Well now, that w^as done without the aid of the

Government, which you are advocating.
Mr. Hicks. And without, usually, the aid of their banks. They

simply raised the funds among their business houses to put it up, and
I think that should continue to be done, except that if that can be sup-

plemented, that is, where a community is willing and able, through a
contribution of its business houses, to put up the money to finance
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industry, if that can be supplemented by Government funds where
the community initiative remains, where the community investment
goes on, where community supervision will be applied because of the
risk they themselves are taking, but the whole thing is speeded up,
I believe that will go a long way toward solving this problem of small
industries.

The Chairman. What, in your opinion, would be necessary to stim-
ulate that sort of local private initiative without the intervention of
the central Government ?

Mr. Hicks. Competition is doing that now. It is being stirred up
all the time.

The Chairman. You think the problem is settling itself, then, do
you?
Mr. Hicks. No; I think communities are doing the best they can

with what they have in a great many cases, and some that haven't
been doing it are waking up to the necessity of doing it, but what they
are able to do is not adequate toward the solution of the problem.
Mr. Whiteside yesterday gave you some impression, for example, of
the large number of small businesses there are in this country. Take
in a community like the Wyoming Valley. We have 400 small indus-

tries in that valley today.

Mr. Henderson. You still have a problem of unemployment, too. "
Mr. Hicks. Yes; yet a majority of those small industries could, if

capital financing were made available to them, add to their employ-
ment and do it on perfectly sound, safe, and sensible methods. They
might, in some cases, as the Senator indicated, take business from
some other community by doing it, but I am pretty thoroughly sold,

Senator, on what you might term the pay roll, expendable cash in-

come, as the foundation, the keystone of our national economy. I

am not here to talk economic theory. Most of what I know of eco-

nomics has come from applied economics anyway, sometimes pretty

painfully applied. But there is business, and my conception of it

is a continually rising or falling sp^^al of pay roll and purchasing
power; so that by developing more pay roll we are developing more
purchasing power, or when we are going down we are on a down-
ward spiral of the same sort. The only way that I know that busi-

ness can be built in this country, on which you can build demand for

commodities, is to have employees with an income, pay rolls, spend-
able income, out of which that demand must be created, and one
chases the other up or chases it down. They are definitely inter-

related, and which is the hen and which is the egg I don't know, but
I do know they work hand in hand. We know that in our community
the more pay roll we get the better off we are. That is not only a

case of wanting it ; we have got to get it.

The Chairman. Are there any other questions?
Mr. Nehemkis, what is your plan now ?

Mr. Nehemkis. If it is the pleasure of the committee, I should like

to continue.
The Chairman. Without a recess?

Mr. Nehemkis. That is, if it is the pleasure of the committee.
The Chairman. Thank you very much, Mr. Hicks. The commit-

tee is very much indebted to you.
(The witness, Mr. Hicks, was excused.)

The Chairman. Call your next witness.
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Mr. Nehemkis. Mr. L. F. Davis, of Detroit, Mich.
The Chairman. Do you solemnly swear the testimony you are

about to give in this proceeding shall be the truth, the whole truth,

and nothing but the truth, so help you God ?

Mr. Davis. I do.

The Chairman, You may proceed.

TESTIMONY OF L. F. DAVIS, VICE PRESIDENT, McALEER
MANUFACTURING CO., DETROIT, MICH.

Mr. Nehemkis. Will you state your name and address, please?

Mr. Davis. Louis F. Davis, Detroit, Mich.
Mr. Nehemkis. Wliat is your present occupation, Mr. Davis ?

Mr. Davis. I am a representative of the Detroit Association of

Credit Men and acting vice president and treasurer of the McAleer
Manufacturing Co.
Mr. Nehemkis. What is the business of the McAleer Manufactur-

ing Co.?
Mr. Daws. Polish manufacturers, and in addition to that also

they are in the manufacturing of automobile hot-water heaters.

Mr. Nehemkis. How did it happen, Mr. Davis, that you, as a rep-

resentative of the Credit Association of Detroit, came to be the re-

habilitator, so to speak, of the McAleer Manufacturing Co. ?

Mr. Davis. Well, in the first place the McAleer Manufacturing Co.,

we will say, by way of giving a little history of the company, started

back a number of years ago in a wash tub in Mr. McAleer's base-

ment at home. It grew to be an organization that w^as doing ap-

proximately a million dollars' worth of business a year in sales. It

became one of the leading polish manufacturers in the country, and
as conditions began to go into the depression stage, where the com-
pany came into financial difficulty, it attempted to get some financial

help from the banks. It was unable to get it. Naturally it had to

turn to a commercial loaning agency. In going to this commercial
loaning agency it, of course, had to pay a higher interest rate than
would normally be required from banking circles, namely paying
one thirty-fifth of 1 percent interest on the 100-percent borrowing
power of the accounts receivable. I say the 100-percent borrowing
power, because they received only 80 percent of the funds from those

particular receivables, although the interest rate was paid on the

100-percent figure, consequently giving them a much higher rate of

interest than normally would appear on the surface when the interest

rate was presented.

Now then, in view of the fact that funds were obtained from the
pledging of these accounts receivable, due to the fact that loans

could not be obtained from any other source, naturally all the funds
coming in from these accounts receivable had to go directly into the

hands of the finance company. They demanded that the checks be
forwarded directly to them. An accounting had to be made if by
error in the mailing department a check was taken and deposited
to the McAleer Co.'s bank account. The finance company's auditors

naturally would come into the picture every 6 months, possibly every
3 months on certain occasions, make an audit and examination of the

accounts receivable, and if by chance any of the checks had, through
error, got into the company's bank account instead of being for-
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warded in their entirety to the finance company, of course an issue

was naturally made of it.

These funds being so tied up, of course they were not available for

working capital, advertising, any form of expansion, or inventory

purchases, and naturally tied up the operations of the company.
In October of 1937, or prior to October 1937, let's say, business had

been going along very nicely, very smoothly. As we all know, the

bottom dropped out of business, practically, in October of 1937. The
McAleer Manufacturing Co. had been building up an inventory in

order to take care of the sales which were pending. When the bottom
fell out of business this inventory was in the warehouses of the

McAleer Manufacturing Co. and was theoretically frozen. It was.

then that they went to the banks in an attempt to get some help.

Help was not forthcoming, so they resorted to the finance company.
Mr. Nehemkis. May I just interrupt, Mr. Davis, for a moment?

They went to one bank or more than one bank ?

Mr. Davis. They went to more than one bank.

Mr. Nehemkis. Do you happen to know how many?
Mr. Davis. Roughly, I would say three banks ; two that I know of

definitely.

Mr. Nehemkis. And all three banks declined to come to the aid of

the McAleer Co. ?

Mr. Davis. Very definitely declined.

Mr. Nehemkis. Am I to understand that the McAleer Manufac-
turing Co. is an old and established company, and in fact the United
States Army today uses its polish as a standard requisition?

Mr. Davis. That is right. In specifying the purchase of polishes

for the United States Army and Navy, the request for bids is always,

sent out with the particular wording inserted in it, "McAleer product
or its equivalent," using it as a yardstick for the purchase of waxes
and polish.

Mr. Nehemkis. Do you happen to know, in your present capacity

as rehabilitator of this company, why it is the Detroit banks declined

to come to the aid of the McAleer Manufacturing Co. ?

Mr. Davis. I talked with a banker quite sometime ago, and again-

just recently. Quite sometime ago they were very cold. No attempt
was made to loan, they merely saying, "Well, financial diflficulty

is something we don't care to get involved in, consequently we don't

feel safe in making any loans." They have since changed their atti-

tude. Just recently, an interview I had with one of the bankers
specifically stated that they knew the needs of small business and
knew the particular needs of the McAleer Manufacturing Co., and
were they permitted to make loans they felt certain they would.
Whether or not that is a rash statement or would be carried out in

the event of machinery being set up for them to make loans, that I

can't say.

Mr. Nehemkis. But would you say that in your opinion perhaps
the change in the attitude, due to no small extent to the fact that youi

were the head of the creditors' committee, had rehabilitated that com-
pany?
Mr. Davis. Let me correct that statement, Mr. Nehemkis. I am

not the head of the creditors' committee ; I am representing the credi-

tors' committee. That is true because after we had put considerable
pressure on the banks because of the fact that business had been com-
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iiig along nicely in the last few months, and through the efforts of the
creditors' committee, and the Detroit Association of Credit Men, we
of course were able to get all the creditors to sign up. The Detroit
Association of Credit Men came into the picture in February of 1938.

At that time we succeeded in getting the creditors almost in entirety

to sign up, and we had some $180,000 worth of outstanding accounts
payable which have now been reduced in the neighborhood of $125,000
through the medium of a dividend paying off in its entirety all small
accounts of $200 or under, and then of course other forms of liquida-

tion.

Now, then, there isn't any question but what the influence of the
Detroit Association of Credit Men being injected into the picture
has very materially changed the attitude of the banker because we did
succeed in getting a small $15,000 loan from the bank, which was in

no way adequate but nevertheless we did get it, and it was definitely

given to the bank with the distinct understanding that it would be
paid off before any of the other creditors were paid off, and in addition
Lo that, of course, the representatives of the creditors' committee, in-
3luding myself, had to sign the note before the loan was forthcoming.
Mr, Nehemkis. Mr. Davis, as a credit man, experienced with the

problems of business of Detroit, would you say that the testimony
which this committee heard yesterday from a number of Detroit
nen was widespread in the Detroit region ?

Mr. Davis. It is typical of the Detroit region. As a matter of
fact, only yesterday I received a telegram. This came from my
)fRce in Detroit; that is the Detroit Association of Credit Men, and
[ would like to take the opportunity of reading it now, if I may
;reading from "Exhibit No. 637"] :

Association knows of at least 25 companies in urgent need of financial
issistance immediately to avoid forced liquidation within a period of a few
nonths. Adjustment bureau handled 35 liquidations during 1938 and 12 to
late this year. Majority of companies unable to obtain financial assistance
)r an extension of time to carry on.

Many concerns attempting to finance operations found it necessary to borrow
)n accounts receivable of which only a certain percentage became available
md then only at a high rate of interest. This tied up considerable of the
vorking capital in the reserve requirements of the finance companies. Many
)f the liquidations did not allow a distribution to creditors because all funds
vere consumed by taxes, wages, and other preferred items. If financial assist-
mce could have been obtained at a reasonably early period of time, a number
>f these businesses could have been saved.

This is signed by the adjustment bureau of the Detroit Associa-
ion of Credit Men.
Mr. Nehemkis. Mr. Chairman, may it please the committee, I ask

eave to offer this telegram in evidence.

The Chairman. The telegram may be received.

(The telegram referred to was marked "Exhibit No. 637" and is

ncluded in the appendix on p. 4120.)

Mr. Nehemkis. Mr. Davis, as a credit man of wide practice and
experience, do you think that some Federal aid in the way of loans
o small business such as the testimony you heard—if you did hear
t—a moment ago would be desirable?
Mr. Davis. Very definitely. Now, then, there probably are a num-

)er of very satisfactory j)lans. I would suggest that anything of this
lature be handled on a similar basis to the F. H. A. I don't mention
R. F. C. for the simple reason that I think there is a lot of bad
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taste still left in the mouths of a number of the small-business men
toward R. F. C. ; maybe that isn't justified. Maybe they should not
take that attitude, but nevertheless they do, because we know of a
number of specific cases that have gone to the R. F. C. and made
applications and have actually been stalled off for months at a time.

In some particular instances they have never even had a reply from
the R. F. C, after going to the expense of preparing data, having
audits made, and so forth, in order to present this data to the Recon-
struction Finance Corporation. So I very definitely would say that

under no consideration should that particular division be injected

into the picture, because I am afraid you will scare a lot of the
small-business men away.
Mr. Nehemkis. Mr. Chairman, I have no further questions.

The Chairman. Any members of the committee desire to ask any
questions? Congi^essman Allen, would you care to question the

witness ?

Representative Allen. None now, Mr. Chairman.
Mr. Henderson. Just one item for clearing up in connection with

that financing through accounts receivable. You spoke about the 20
percent that was withheld on the full amount of the accounts receiv-

able.

Mr. Davis. That is right.

Mr. Henderson. Banks require about a 20-percent compensating
balance also, do they not?

Mr. Davis. No; in this particular case of the $15,000 loan made
to the McAleer Manufacturing Co., approximately $35,000 worth of

accounts receivable were pledged in a blanket form in order to secure

this loan.

Mr. Henderson. But as a matter of fact, grants of credit by banks
to corporations of all sizes usually require that they maintain a 20-

percent compensating balance, do they not?
Mr. Davis. My experience has been that they required a greater

balance than that, greater differential.

Mr. Henderson. So it is not something the finance company does
and the bank does not do ?

Mr. Davis. No; the only difference between the two, of course, is

the fact that the finance company interest rate is so high that in this

particular competitive market today your profits are so small that
very frequently it is not possible to make a profit on your particular
item which you are manufacturing and selling because of the fact that
the amount of money that you pay the finance company is theoreti-

cally about all the net profit that you make, so actually you are work-
ing for the finance company, rather than for your own particular
organization.

Mr. Henderson. That is the point I was coming to next. It is

not only the availability of credit but the cost of credit to existing
concerns which is of very high importance ?

Mr. Davis. Definitely.

Mr. Henderson. So that in any concept of the present mechanism
or of new forms of lending, the rate charged to small enterprises is

highly important?
Mr. Da\is. That is just as important as the credit factor.

The Chairman. Wliy do these commercial credit companies charge
such high rates?
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Mr. Da\^s. Their answer is that the bookkeeping involved for

keeping track of these various accounts is so great that it is necessary

for them to charge this particular interest rate. Now as a matter of

fact they are right, because if you take an organization and make
a large loan of say fifty or one hundred thousand dollars to this

particular organization, and have only that one loan to look after in

its entirety, why your bookkeeping is much less than if you attempt

to set up an accounting system for the purpose of keeping track of

individual accounts receivable as payments are made on it, and that

is what the finance companies do; they watch it very closely, as

evidenced by the information I just gave a short while ago relative

to the check up they make on the individual payments coming in on

these accounts.

The Chairman. Have you any suggestion as to how loans of this

kind could be stimulated through private sources, rather than

through the Government?
Mr. Davis. No ; at the present time I haven't, Senator, because I

haven't gone into that particular angle of it. It is a rather lengthy

study and not being an economist I hate to get tangled up in it. I

would be only too glad to gather information, and rest assured it

couldn't be done overnight. A good sound policy would have to be

formulated before we attempt to inject any fly by night schemes into

the ]Dicture which naturally would fall down in the end.

The Chairman. Your opinion is that the commercial credit com-
panies cannot very successfully reduce their rates?

Mr. Davis. I have a conflicting opinion in my own mind about

that. I am going back a few years and give you a little picture of

something else. We are all famili?ir with credit unions throughout

the country. Credit unions, I think, sprung up in the countrv as a

result, or Tet us say as a necessity because of the fact that small-loan

companies were charging high interest rates of, we will saj^, 3 percent

a month on unpaid balances. Credit unions were organized under

both Federal and State legislation and in each particular instance

had been loaning on interest rates of 1 percent a month on the

unpaid balance.

Now it is true they have a little more of control over their loans

because they are groups and in most cases loans are made by em-

ployees, lijut on the other hand a large number of these organizations

have pretty fair turn-overs, or at least used to have pretty fair

labor turn-over before we had C. I. O. and U. A-. W., which nat-

urally keeps the men within an organization to a certain extent. But
leaving the union situation out of the picture, when these turn overs

were great, possibly 15 or 20 percent of the borrowers in a particular

organization, and a large one which I have in mind at the end of

6 months' period of time would not be in that organization, so they

had a credit collection problem on these particular loans. Yet in

every instance, and I happen to have the pleasure a number of years

ago of sitting on the board of directors of the Michigan Credit

Union League, which was a unified organization of credit union mem-
bership, and they in every case were able to pay a 6-percent dividend

to the depositors on a 1-percent interest rate charge per month on the

impaid balance.

Now then, if they can do it, why couldn't the small-loan organiza-

tions? Yet they claimed they couldn't. Now I maintain that where
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a 1 percent a month on the unpaid balance is charged by finance com-
panies—that, by the way, is the lowest rate they charge because this-

one thirty-fifth of 1 percent a day on the unpaid balance collected

on the 100-percent loan figure rather than on the 80-percent advance

actually amounts to about twelve and I believe eight-tenths percent^

or in other words in round figures 1 percent a month on the unpaid

balance. That is definitely the lowest.

Some of these loan companies get as high as 18 and 20 percent on
commercial money of that nature. Now, it seems to me that loans

could be made on a much smaller basis or let me say, correct that,

and say on a much lesser rate of interest than what they are making
them on by virtue of the fact that the credit union situation proved

that small loan companies could make loans on a much smaller in-

terest rate than what they were doing.

Mr. Henderson, Credit unions have a lot of voluntary work in the

way of investigation done for them?
Mr. Davis. Let me say that the particular one I have in mind

had no voluntary work. The treasurer of the company was paid;

he had a staff of employees; this thing had actually developed into

a business.

Mr. Henderson. Then they usually loan, do they not, on the en-

dorsement of two other employees ?

Mr. Davis. Not in all cases; loans were made on mortgage loans^

automobile loans were made ; all types of loans, as a matter of fact,,

are eligible under the Credit Union Act; at least under the State

act ; the Federal act I am not quite so familiar with.

Mr. Henderson. Pretty generally the cost of those loans, as you
have indicated, regardless of where they are, tend to be made up of

two parts : One, the pure interest rate which is the rate charged for

the actual loan of the money; and the second is the cost of doing
business.

Mr. Davis. That's right, Mr. Commissioner.
Mr. Henderson. Well, isn't it a fact that the reason why bank loans

and other loans can be made is that they are loaning not only their

existing funds but they are able to expand their loans on a different

basis from that available to a commercial credit corporation or credit

union or the like. A credit union can loan only its own funds which
it actually has taken in.

Mr. Davis. No ; a credit union may go out and borrow.
Mr. Henderson. But it has to borrow against its assets. It never

will get any multiplier. It will never be able to borrow even as much
again as it has taken in in the way of deposits. A bank, however, can
sometimes loan eight or nine times as much as it has taken in.

Mr. Davis. That is right. Along those particular lines it always
occurred to me as being a peculiar thing. We have heard of instances

where banks have actually suggested that the individual go to a
finance company, and one particular banker told me very definitely

—

I shouldn't say banker, probably ; he was a bank manager ; neverthe-
less he was speaking for the bank, because I later found out it was
the feeling of this particular organization—specifically that they
would much rather these smaller borrowers would go and get their

money from a finance company, because they in turn would imme-
diately loan their money to the finance company if the finance com-
pany needed funds, and I think if you check up on the finance com-
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panies you will find they have loans with banks amounting to three,

four, five, or six million dollars, so they are getting the money at a

bank and immediately loaning it at a profitj which is natural, but why
should a businessman have to go to a loaning agency for the funds?

If it isn't a risk for the finance company it isn't a risk for the bank.

Mr. Henderson. But there is a cost to a bank doing business with

a large number, rather than doing business with one finance company.
As you have said, there is a cost in maintaining supervision over

accounts receivable, and so on.

Mr. Davis. I don't think, however, the supervision of the type

which the finance companies give is necessary, because if they are

loaning to reputable small businesses they are going to get paid. I

don't think the American businessman is dishonest. It is true we
find some of them that are, but they are this type of fly-by-nighters

who start up with $50 in their pockets and 3 months from now they

are out of business again. Incidentally, these figures given in the

telegram do not apply to those small organizations which I men-
tioned. These are only reputable good sized organizations men-
tioned in this telegram, because I had a conversation with the

Detroit office after this telegram came in to verify these figures.

Mr. Nehemkis. Mr. Chairman, may I ask the committee's in-

dulgence for 3 minutes in order to call a member of my own staff

to authenticate a memorandum which I desire to offer and which
summarizes our inquiry into the Detroit region which the com-
mittee has been listening to?

Mr. Davis. May I say one more thing?
The Chairman. Proceed.
Mr. Davis. There is one definite point I think should be brought

out. We have heard a lot about credit, but if something isn't done
to more or less curtail or arrest unfair practices on the part of larger

companies any credit help that will come to the smaller companies
will only be a job half done. We know of one particular case

where the product of an organization was on the shelves of various
merchants throughout the country, and because of the fact that
that particular product had a pretty good salable value, let's say,

and because of the fact that the larger company was attempting
to more or less dominate the field in this particular industry, it had
gone into these small merchandise stores, jobbers, and so forth, and
offered on a dollar to dollar value their merchandise for the merchan-
dise of their competitor, in turn for which, or in addition to which,
at the regular price, they sold an equal quantity of merchandise. In
other words, if I had $50 worth of merchandise in my store, they
came in and sold me $50 worth of their own merchandise and in turn
gave me another $50 worth of merchandise in exchange for their com-
petitor's product which was on my shelves. They in turn went out
and sold this merchandise at a demoralizing price of, say, 25 percent
of what the cost of manufacturing that product was. When the
salesman called on these distributors and individual salesmen for
the purpose of selling his product he was met with problem of, ""WHiy
should I buy your product and pay, let's say, 20 cents for it, when
I can step out through some of these dumping agencies and buy it at

5 cents?" The answer was that this company that had taken the
merchandise of their competitor off the shelves had turned around
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and sold it to dumping organizations throughout the country, and
that merchandise found its way back into circulation again at a price

of 2, 3, 4, or 5 cents a can. That does exist. And the particular

organization which I have in mind, knowing that something might
at some time or other be done about this, has now approached this

particular company through its attorneys for the purpose of pur-

chasing the company toward whom they had committed this offense.

That is something that has to be stopped, because as I said before^

credit will not help small business unless unfair practices of that

nature are also curtailed.

Mr. Nehemkis. Thank you very much.
The Chairman. We are very much indebted to you.

(The witness, Mr. Davis, was excused.)

Mr. Nehemkis. Mr. William Whitehead.
The Chairman. Do you solemnly swear the testimony you are

about to give in this proceeding shall be the truth, the whole tnith^

and nothing but the truth, so help you God ?

Mr. Whitehead. I do.

TESTIMONY OF WILLIAM WHITEHEAD, SECURITIES AND
EXCHANGE COMMISSION, WASHINGTON, D. C.

Mr. Nehemkis. Will you state your name ajid address, please ?

Mr. Whitehead. William S. Whitehead, Securities and Exchange
Commission.

Mr. Nehemkis. Are you a member of the staff of the Securities

and Exchange Commission?
Mr. Whitehead. For the past 4i/^ years.

Mr. Nehemkis. And you have been recently engaged in a study of
the needs of small business in the Detroit area ?

Mr. Whitehead. I have.

Mr. Nehemkis. And you have been working recently in the Detroit
area?

Mr. Whitehead. I have.
Mr. Nehemkis. In that connection you have had occasion to inter-

view many small-business men?
Mr. Whitehead. Quite a few.

Mr. Nehemkis. I show you this memorandum and ask you to iden-

tify it, reading, if you will, the title.

capital needs of small business—THE DETROIT AREA

Mr. Whitehead. This is a memorandum addressed to the Tem-
porary National Economic Committee from the Investment Banking
Section, Monopoly Study, Securities and Exchange Commission. It

is a composite survey of the capital needs of small businesses in the
Detroit, Mich., area.

Mr. Nehemkis. Will you proceed to read the salient paragraphs
only, Mr. Whitehead?

Mr. Whitehead (reading from "Exhibit No. 638") :

During the period from April 17 to April 29, 1939, inclusive, officers, partners,
and proprietors of 67 small businesses were interviewed and information elicited

concerning their need for additional working or equity capital. * * *

These 67 companies, each of which have been in exi^^tence from 1 to 30
years, showed total assets ranging from $9,000 to $1,000,000, with an average
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for each of approximately $46,000. Two of the companies reported the recent

filing of bankruptcy proceedings.

OfScers of 55 of these companies indicated a willingness to avail themselves

of the facilities of a Federal credit agency for small business if same were
created, while 48 companies reported the immediate need for either additional

working or equity capital or both.

Of these 48 companies, practically all considered themselves able to pledge

or collateralize various of their assets.

Thirty-seven of these 48 companies had been refused bank credit for various
reasons within the past few years while 14 have been granted aid. Seven
have been refused R. F. C. or Federal Reserve Bank loans, while two have
been aided by the R. F. C. Twenty of the thirty-seven companies are presently

borrowing from finance or loan companies, each paying from 13 percent to

as much as 24 percent per annum in interest charges with the consequent
tying up of assets.

The 48 companies are in need of a total of $586,000 for working capital

for a period of from 3 to 9 months and $775,200 for equity capital for a period

of from 3 to 10 years. With this aid officers of these companies estimate

that approximately 1,080 new employees could be hired, or 1 person for

approximately every $1,300 in new money obtained.

On the basis of the above, each working-capital loan need averages $12,200

while each equity-capital loan need averages $16,100. Thus the average com-
bined working and equity capital loan mounts to $14,150.

The 48 companies estimate that an operating economy of from 2 to 5
percent could be effected if additional equity capital were made available,

while an operating or debt cost savings of from 4 to 15 percent could be
effected if additional working capital were secured.

From the latest financial data available on 47 of these 48 concerns there
is shown a combined total of $244,232 of cash, $758,168 of receivables, $923,623
of payables, and $471,992 of loans, which includes one loan obtained from
the R. F. C. amounting to $250,000.

This memorandum is signed by myself and Lloyd C. Mathers and
Ernest Jerome Hopkins, and dated May 23, 1939.

The Chairman. How many of the applications for loans which
were rejected were actually unsound applications which couldn't

be expected to pay out under any circumstances ?

Mr. Whitehead. You mean to the Reconstruction Finance Cor-
poration ?

The Chairman. Or to the bank. You referred to the rejections

for various reasons, at the beginning of the memorandum.
Mr. Nehemkis. Did you have occasion to examine into any of

those reasons?
Mr. Whitehead. We did. As a matter of fact, loans had been

made in each case by finance companies where they had been rejected.

Mr. Nehemkis. But you are not personally familiar with the rea-

sons why any other agency may have declined to grant that loan.

Mr. Whitehead. I am not.

The Chairman. Have you any opinion as a result of your investi-

gation as to whether or not those loans might profitably have been
made by some institution?

Mr. Whitehead. My own opinion, and I speak only of myself
with respect to those with whom I talked, is very definitely that
:hey would have been eligible for some line of credit if certain

things had been just to the willingness or likes of the banker.
The Chairman. Of course, many people would like to borrow

money who can't pay out. Their own judgment may be that they
3an pay out, but an impartial examination of their cases would
indicate that a loan would be unsound.
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Mr. Whitehead. Of these 67 companies that we refer to, we have
presented to the committee four, and I dare say they are typical of

the instances.

Mr. Nehemkis. I would like to offer this memorandum which has

been identified by the witness. It might be offered in its entirety,

since he did not read the opening paragraph.
The Chairman. Very well.

(The memorandum referred to was marked "Exhibit No. 638" and
is included in the appendix on p. 4120.)

Mr. Henderson. May I ask just one question? On those rejected

loans, I understood you to say that after rejection they had been

made by finance companies. That was because they took the risk

and charged a higher rate?

Mr. Whitehead. That is correct, Commissioner.
The Chairman. In that statement you said that officers of 55 of

these companies indicated a willingness to avail themselves of the

facilities of a Federal credit agency. Is it your opinion that all 55

of those would have been good risks for a loan ?

Mr. Whitehead. Of those 55, Senator, I personally contacted in

the neighborhood of 22 or 23. My own opinion is that they would be

good credit risks.

The Chairman. Thank you.

(The witness, Mr. Whitehead, was excused.)

The Chairman. The committee will stand in recess until 2 : 30.

(Whereupon, at 12 : 35 o'clock, a recess was declared until 2 : 30

p. m. of the same day.)

afternoon session

(The hearing was resumed at 2:50 o'clock upon the expiration of

the recess.)

(Mr. Henderson in the chair.)

Acting Chairman Henderson. Are you ready to proceed with your
witnesses ?

Mr. Nehemkis, I am.
In calling the next witness we are particularly fortunate in being

able to have the views of an individual w^io has seen the problem
of small business from the Atlantic coast straight through to the

Pacific coast and has a more integrated view, perhaps, than any other

member of our own staff has been able to gather because of the neces-

sity of concentrating on certain regions. I call Mr. Ernest Hopkins.
Mr. Hopkins has already been sworn before the committee.

TESTIMONY OF ERNEST J. HOPKINS, INVESTMENT BANKING
SECTION, SECURITIES AND EXCHANGE COMMISSION, WASH.,

D. C.—Resumed

Mr. Nehemkis. Mr. Hopkins, you and your associates have been
making a study of the needs of small business in Seattle and in

Portland, have you not?
Mr. Hopkins. The Portland survey is not yet fully completed.
Mr. Nehemkis. And the Seattle study is still under way?
Mr. Hopkins. It is virtually complete.

,
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Mr. Nehemkis. And you are prepared, therefore, this afternoon,

to present certain preliminary findings in regard to the Seattle

situation ?

Mr. Hopkins. I am.
Mr. Nehemkis. Will you proceed

?

.[\

(Senator O'Mahoney assumed the chair.) '
)1

CAPITAL NEEDS OF SMALL BUSINESS—^THE SEATTLE AREA

Mr. Hopkins. The Seattle situation can really be summarized quite

briefly, I hope.
Here is a community that had, historically, roots in three types of

big business, railroads, lumbering, shipping. Historically, all through
the past, or in its original past, all three of these enterprises were of
the old slashing pioneer, rather high-handed type. They built the
community and the community became as communities always are,

a small-business community, but small business in Seattle grew up
under the aegis of these big fundamental enterprises, which were
increasingly absentee-owned.
Today the situation is that those three big fundamental enterprises

have flattened out considerably. Small business inherits certain prob-
lems which are willed to them by the big business origins, and those
problems now constitute the embarrassment of those who have the
community at heart. To specify: Railroading, which initially had
much to do with founding the community, has flattened out and is

in a static condition, no longer contributing expansion to the life of
the community.

Shipping, due to Oriental developments and South American de-
velopments has largely come to a standstill, and the only foreign
boats in the port of Seattle are Japanese. A tremendous lot of small-
business activity which should characterize a seaport is in a state of
suspension, due to circumstances far remote from Seattle itself and
far out of its own control.

As to the lumber industry, it is active but it is broadcasting to the
world that it is in a condition of liquidation. That is to say, the
avowed policy of the lumber industry at the present time is to cut
down its forest holdings, apply them to the debts that ride it, debts
piled up in the past, and with a certain hope that the trees and the
debts will come out even.

The industry says it is a liquidating industry. Lumbering of

"

course in that area has only been a form of mining at best. The
idea of cutting those forests on a replacement basis never got to first

base. To make that picture slightly more specific, there are smaller
units and larger units within the lumber industry, and we selected a
medium-sized lumber unit to dramatize that particular picture. I
will give you very briefly some of the things we ascertained.
This is a concern with $9,000,000 capitalization, ranking as a

medium-sized lumber concern—$9,000,000 capital and surplus. It has
a 100-mile railroad, four sawmills, three planing mills, and four other
mills, taking that timber out. Its fixed charges, largely due to debt
costs, are $1,000 a day, $30,000 a month. Those charges go on
whether it runs or closes down. It owes $238,000 to the banks,
$423,000 to the R. F. C. Every iota of its timber, its railroad and
its mills is now mortgaged and it can get no more credit. If it
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shuts down, it loses more on fixed charges than if it runs, and that is

the reason why it is running; it slightly reduces that loss of $1,000

a day on fixed charges.

Its costs have steadily mounted in virtually every respect. Now
its management states that it is simply intended to cut down that

timber and quit. There is no prospect of new expansion, the ma-
chinery is not the most modern in the world, it could be considered

obsolescent, the utilization of byproducts and that sort of thing would
require new investment and is not being done, and according to the

West Coast Lumber Association that is a very typical picture of

what is going on in the basic industry that has supported the Seattle

community more than any other for many years past.

Now this community meanwhile is certainly at the present time
not unprosperous. There is a good deal of building—it ranks quite

high among the cities in respect to new building. Employment con-

ditions are good and the credit relations of small business are on the

whole harmonious. The banking situation has been greatly affected

during the last 2 or 3 years by the policy of one very vigorous and
progressive bank, which definitely went in for commercial loans, sent

men out looking them up, and decided to freeze a certain amount of

its money in local business and local industry, and by so doing
stepped up its profits, and by competition has forced the hands of the

other banks until they are very largely following suit. I needn't

read you the figures but you will find a higher ratio of money out-

standing in commercial loans in Seattle than you will find in any of
the cities that I have examined, and among the best in the entire

study.

There are some peculiar conditions that affect small-business con-
ditions in the city. There is a credit men's association backed by some
400 local business men, which not only investigates the credit of indi-

vidual concerns, but virtually it is as near to replacing a court, an
informal bankruptcy and credit settlement agency, as anything could
be. When a concern is embarrassed, this credit association calls the

creditors together, makes them prove their claims, figures out the

assets of the given business and what can be done about it, handles
the collections from the business, prorates them among the creditors.

When liquidation proceedings are on, it handles the liquidation pro-
ceedings, making the actual collections from the business, and the
payments.
The courts consider that that arrangement takes a great deal of

trouble off the hands of the courts.

There is some implication that at times the operations of that
organization have not been completely neutral. It, after all, is a
local agency and the lines along which its influence may run might
be swayed by certain considerations within the community. But,
on the whole, it seems to work very well.

There is another rather special condition that has operated
as a handicap to small business in getting immediate working credit.

There is a decision in a legal case, Failes v. Siples (171 Washington
p. 630), when the court ruled that one whose account is assigned in
the hypothecation of receivables must be notified of such assignment,
and not only are secret assignments of accounts or confidential as-

signments forbidden, but a bank or financial concern that accepts a
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receivable as security must take over "supervision, domination, and
control" of the account.

The operation of that decision, which has many more details in it

than I have quoted, has made the banking institutions hesitate to

accept receivables because it lets them in for such a tremendous

amount of supervision of each account. This the banks have striven

to overcome by lending more freely on personal notes and other

types of security than I think they do in many other communities.

Those two features are peculiar.

I asked of a liberal bank official in Seattle one question I had been

wanting to ask a banker for a very long time. This bank official

was in charge of commercial loans to small manufacturing and
very close to small manufacturing. The question was this : Can you
list me, from your experience, the names of any concerns at all that

have applied to your institution for loans, where their applications

have been rejected due to banking restrictions which you yourself

are controlled by, yet you, in your heart, knew or felt that that

concern was credit worthy and would have paid the loan ?

He thought for about 6 seconds, sat down, and wrote me seven.

I checked on five cases, I and the other investigators, of these seven

loan applications that had been rejected whereas the banker himself

felt they should have been granted. It seemed that that demon-
strated definitely that there are rigid banking restrictions which
even very good and liberal banking officials themselves may find

obstructive. Purthermore, it appeared the competitive situation

between the banks in that community showed that under tlie same
restrictions one bank can adopt a liberal policy whereas some others

may take advantage of the restrictions to be illiberal.

Those cases may be very briefly summed up. One was an old line

printing concern, one of the oldest in Seattle. It needed modernized
equipment and its business was off because it hadn't modernized its

equipment, and because its business was off it couldn't get the loan.

One was a school book concern which did $45,000 worth of busi-

ness annually, 80 percent of it inside of a month or 6 weeks when the

schools opened, and because it had a yearly rhythm and the bank
was lending on the short term, it was unable to obtain credit.

One was a machine shop, and a good one, the only asset of which
was the skill and honesty and energy and inventiveness of the man
that was building it up. He had got much material on credit from
supply sources and wasn't a banking risk. Personally, I think the

banker would have banked on him.
One was a leading building-supply concern in Seattle and the only

thing wrong with that concern, which was doing a lot of business

and making money, was that back in the pit it had contracted some
heavy obligations that still embarrassed it and still prevented it

from being credit worthy. At the same period some of the banks
were rather embarrassed themselves.

Mr. Nehemkis. Wlien you talked with the banker to whom you
referred a moment ago, did you have occasion to discuss with him
the particular kind of restrictions that impeded his being in a
position to aid?
Mr. Hopkins. I thought it would be better to gather those from

the cases he mentioned to me. He listed the cases. The restrictions

124491—40—pt. 9 32
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that I mention are all restrictions of frequent occurrence in other
cases incident to the investigation.

Representative Williams. Who places the restrictions ?

Mr. Hopkins. Apparently the loan boards of the banks.
Representative Williams. It isn't a restriction that was placed

there by the State examining authorities or the national authorities?
Mr. Hopkins. To what extent the loan boards of the banks respond

to restrictions expressed by the examining authorities is, of course,
a question.

Representative Williams. Was this a State or National bank?
Mr. Hopkins. This was a national bank.
Representative Williams. The party in charge there, this author-

ity, didn't give you the reasons ?

Mr. Hopkins. No.
Representative Williams. For these restrictions?

Mr. Hopkins. Not in these cases.

Representative Williams. If that is it, it is simply a local condi-
tion subject to the rules and regulations set out by the board that
controls that particular institution. It isn't a State or National policy.

Mr. Hopkins. Not so far as any indication that I obtained. I
had distinctly the impression that the bank official I was talking
with, who definitely knew his business, thought these concerns loan-
worthy. He did not tell me so in so many words, but I am pretty
sure he had taken these loans up with his board and they had been
rejected by the board.

Representative Williams. I for one don't see how we are going to

remedy the judgment of the different bank boards of the country
passing upon the securities presented to them.
Mr. Ballinger. Could you tell what particular restrictions were

placed upon each loan which would not permit the loan ?

Mr. Hopkins. You see the concerns that were denied the loans

merely knew they had been denied, and they knew the nub of the

denial.

Mr. Ballinger. Take the case of this concern which had an out-

moded plant and wanted to renovate that plant. What excuse did
the banker give the prospective borrower?

Mr. Hopkins. In that case, that his earnings had shown a decline,

and I think there was some previous embarrassment in that case, too.

Mr. Ballinger. Why did the banker think the loan should be made
if the earnings had been declining?

Mr. Hopkins. I think it was based on a long acquaintanceship
with the concern and a feeling that if modernized it would again
hold its head up in competition.

Mr. Ballinger. That is just a matter of judgment of the bank,

it is not any restriction.

Mr. Hopkins. I think that would be true in all of these cases.

Mr. Nehemkis. Mr. Hopkins, it probably is correct to say that you
have talked with several hundred business men throughout the

country in connection with your studies, is it not ?

Mr. Hopkins. I think that is not an exaggeration.

Mr. Nehemkis. Is it your opinion as a result of the conversations

you have had with business men throughout the country and your
own previous studies on this problem that we could make a serious

dent on the unemployment problem of this country if something were
done to help small business enterprises ?
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Mr. Hopkins. I have that impression very definitely.

Mr. Nehemkis. Would you venture an estimate of how far we
^ould cure the problem?

Mr. Hopkins. Any estimate is only a guess. There are a million

and a half or 1,600,000 concerns that rank as small business. A man
can't go around as I have been doing these last many weeks, talking

to these men day after day, and hearing them say, "With so much
capital, 20 men; with so much capital, 10 more men—I want to

build up a sales organization," without getting the cumulative vision

of a tremendous expansion of employment potential in that sector.

The Chairman. Well, could the question—the question, of course,

to be decided is how much of that is wishful thinking on the part

of those who believe that if they did get the loan they could put these

people to work. Now, the loaning board of a bank considers those

factors in any application that is made, and when it decides against

a loan it is probably actuated by the belief that the applicant is over-

Dptimistic in his belief as to what the profit can be. So to me it seems
[he fundamental question in all of this is whether or not the appli-

cants are able to demonstrate that they have a market for the addi-

:ional production that they would like to turn out, and that they can
meet that market at a profit, sufficient to require the loan and make
.t possible for them to live.

Now there is the heart of the problem, isn't it?

Mr. Hopkins. Would there possibly be another factor there, Sena-
:or ? It would be this : That the official who knows the most about
he applicant, who knows his business the most intimately, who has
3een out there and has talked with the man personally, and so forth,

s unable to communicate verbally to a board sitting upstairs who has
lever seen the man, quite the same conviction that he himself pos-

sesses. You are working through a double mechanism there.

The Chairman. Banks are in the business of making loans for
profit. The income of a bank is primarily derived from the interest

ipon the loans. Now, unless there are restrictions which are imposed
)y the State banking law or the Federal banking law, which circum-
;cribe the area within which the loans can be made, the only restric-

ions that a bank will place upon a loan are those which arise out
)f a conviction that the loan will not be profitable to the borrower, or
o the lender, unless for personal or private reasons members of the
oan board deem it desirable that a particular enterprise shall not be
tarted.

Mr. Nehemkis. Mr. Hopkins, in your numerous conversations with
)ank officials throughout the country, can you enlighten the commit-
ee on this point? Is it perhaps true that one reason banks do n'ot

I'eel they can aid small business enterprises is due, perhaps, to the fact
hat the kind of aid that a small business man may need in a par-
icular set of circumstances is not the kind of loan that a commercial
)ank should make ? ^^liat do you say to that ?

The Chairman, Now let me say before you adopt the answer that
he counsel has suggested to you, give me your own answer.
Mr. Henderson. Could I, Mr. Chairman
The Chairman. Just let Mr. Hopkins answer.
Mr. Hopkins, You are getting me pretty deep into practices with

vhich I am not familiar; I am not a banker and have never been
ible to view these things from the inside. In their interviews the
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bankers uniformly take the position they have extended all the credit
they can. This Seattle banker was an exception; he wanted to
extend more credit than he had been able to do because of certain
restrictions. I did not analyze with him precisely who imposed the
restrictions on him. It might not have been just the courteous thing
to do, and I didn't go into it with him, but I did not gather that th&
restrictions were legal restrictions; they were restrictions of differ-

ences of judgment, let us say, and there is a wide area for the play
of judgment in appraising any individual transaction.

Representative Williams. Did I understand you to say just a
while ago that there had been a considerable expansion in business
loaning and activity so far as the banks in that area were concerned ?

Mr. Hopkins. Yes.
Representative Williams. There has been a rather liberal atti-

tude, I got from what you said, on the part of the banks, especially

in that part of the country ?

Mr. Hopkins. I have some graphs that express that in chart form.
I wasn't going to burden the committee with them, but they describe
the overtaking of the level of deposits by the curve of commercial
loans, not very greatly but somewhat.

Representative Williams. That curve has been upward?
Mr. Hopkins. Yes.
Representative Williams. That hardly corresponds with what you

were saying about the restrictions they have placed on the loans.

Mr. Nehemkis. The restrictions were due to certain special con-
ditions in the minds of that particular board, but as you explained
to the committee a moment ago, I take it that in those particular
cases the man you discussed the problem with indicated that in his

judgment he, as a banker, felt that aid should have been given to
the seven concerns that you looked into ; is that what you intended ?

Mr. Hopkins. Yes ; that is what I intended to state.

Mr. Ballinger. Well, in the case of the loan to build a new plant,

is it quite conceivable that is the kind of a loan that a commercial
bank should never make? I mean, that ought to be outside; that is

tying up funds for quite a period of time, sort of inconsistent with
commercial banking, following along the question of Mr. Nehemkis ?

There might be a very excellent reason why that loan might be
turned down and an excellent reason why another agency should give

that loan ?

Mr. Hopkins. It puts the investment under the strain of competi-
tion.

Mr. Nehemkis. Mr. Hopkins, in a sense does Seattle serve as the
banking center for Alaskan operations?

Mr. Hopkins. Seattle is in a peculiar position there. It is defi-

nitely the gateway to Alaska, which needs financing and which has
endless unrealized potentialities. At the same time the banks find

a territorial limitation there and, excepting on a basis of occasional

personal notes and that sort of thing, or notes on security of prop-
erty within their region, they can't do very much for Alaska. I
don't understand the exact technicalities of the territorial limitation,

but I do know that applications for loans for Alaskan enterprises

are very frequently rejected on the ground that "It is outside our
territory and we can't reach it." Seeing that the Alaskan banks
themselves are not large enough to swing the demand of what is to
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be done up there, that is a definitely handicapping condition over
that entire large area.

I think Seattle would be very much minded to do the banking
for Alaska for its own good as the gateway, but there are some
restrictions, fundamentally territorial restrictions, that prevent it.

INIr. Henderson. Mr. Nehemkis, I have to leave to make a quorum.
I would like to ask the witness a couple of questions if I may.
Mr. Nehemkis. Yes.

Mr. Henderson. I was very much interested in the witness wha
was testifying this morning about the Detroit area and also in Mr.
Whitehead's statement as to what he found in interviewing 22 or 23-

companies and in what the other investigators found in that area.^

A.Ithough many of these smaller enterprises had applied for loans
to the organized banking institutions which have their own rules

and their own limitations on loans, practically all of them in fact

had been refused and had gone to outside finance corporations where
the rates were much higher than the banks. I woncler whether you
found two things. I might say, without trying to lead the witness,

Mr. Chairman, I spent 7 years on problems of consumer credit ancl

credit for small institutions for a research agency, and I found these-

two things myself. A bank would say, "We have a limitation on
what we can charge. That automatically eliminates a number of
loans to small and growing enterprises which do not have either

the capital assets or the usual discount with paper that we can take
or in which we find greater risks than can be compensated for in the
interest rate we are allowed." Did you find that in any of your
banks ?

Mr. Hopkins. Yes; I have found that situation and I would say
also this: That there is a margin of risk which seems to be deal-
able with by privately owned capital rather than by deposit money.
Mr. Henderson. There are obligations that run to protection of

deposit capital which do not run to protection of risk capital.

Mr. Hopkins. That is precisely what I was trying to say.
Mr. Henderson. Did you find many enterprises, as the Detroit in-

vestigators did, which were taking loans from outside finance agencies
md private agencies, thereby giving employment, and recapturing
also, in terms of the Chairman's question, enough to repay the loan
and still go ahead ?

Mr. Hopkins. One difficulty with that type of borrowing was that
the cost of it was generally such as to take away in very large part the
profits of the operation.
Mr. Henderson. So there was a margin between what the bank

is permitted to charge and what an outside agency presumably has to
charge on account of its cost and risk. Therefore, if the small
nan has to pay a slightly higher rate than the bank's, he could still

nake a profit and give employment and go ahead.
Mr. Hopkins. Of course, I consider it thoroughly questionable that

:he rates charged by some of the institutions are actually based on the
:-ealities of the risk. That has never been investigated or demon-
tratecl.

Mr. Henderson. Well, as far as our biggest finance corporations
outside the banking field are concerned, their earnings, their profits,

1 Supra, p. 3972-3974.
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their rate of loss, and the like over a period of time do not run far

beyond what a bank can earn by using deposit capital and remaining
within its restrictions on its loans.

So without discussing the propriety of those charges which are

admittedly high, they are a tremendous burden on the small man.
While the bank should not be subject to criticism because the loan, by
reason of cost and risk is outside its perimeter, isn't it possible that

under proper financing conditions a considerable amount of employ-
ment could be given if these small enterprises could go ahead with
their ambitions?
Mr. HoPKixs. Yes ; I am sure that is true.

Mr. Henderson. Then isn't it true also, regardless of whether they

lost the money, whether they paid it all back, w^hether there were
losses, that employment would result? There is no doubt in your
mind that the small enterprises could go ahead if they had money?
Mr. Hopkins. No doubt whatever.
Mr. Henderson. They would be taking risks, taking risks with

other people's money, but they would be giving employment.
Mr. Hopkins. Of course, a measure of risk taking has always been

part and parcel of the competitive system.

Mr. Henderson. A small enterprise takes a larger risk than the well-

financed one.

Mr. HopiaNS. Unquestionably; and it is as the outcome of undergo-
ing that factor of risk, that expansion and added employment, added
machinery orders, and all that kind of thing would come. I became
fully convinced that the entire sector could be quite tremendously
expanded. One could not do it—unquestionably one could not do it

without a margin of loss, but then the competitive sector has never
operated without a margin of loss. That has always been part and
parcel of its operation.

Mr. Henderson. Discounting the enthusiasm which this trip around
the United States engendered in you, a trip that I envied, do you think
there are tremendous potentialities for reemployment if there were
proper financing for small enterprise ?

Mr. Hopkins. I do ; very definitely.

Mr. Henderson. Do you think it w^ould run into hundreds of thou-
sands ?

Mr. Hopkins. I think it would run into a very heavy percentage of
the total unemployment problem—what percentage, I don't know, but a
very considerable percentage. I shouldn't be afraid to guess that
from a quarter to a third, at any rate, could be taken up by investment
in the small business sector that would be very risk worthy investment.
Mr. Henderson, It undoubtedly would be risk worthy, but it would

take place?
Mr. Hopkins. Yes.
Mr. Nehemkis. I have no further questions, Mr. Chairman.
The Chairman. Mr, Voorhis, have you any questions of this

witness ?

Representative Voorhis. No ; I think not.

The Chairman. Mr. Hopkins, we are very much indebted to you.
(The witness, Mr. Hopkins, was excused.)

Mr. Nehemkis. Mr. Chairman, we have been talking the past day
about developing our new internal frontiers as a possibility of aiding
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small business. We are particularly fortunate in our next witness in
having a case history of our actual physical frontier—the last physical
frontier in this country, Alaska. Mr. Lebo has been kind enough to
give of his time to come here at considerable inconvenience. It was
necessary for him to leave Alaska by dog sled in order to make a train.

I at Seattle last Monday to arrive here this afternoon, and I am very
happy to call him.
The CiiAiRMAN, While the next witness is coming to the stand, I

imay say that on May 12, while the consumer study was being pre-
isented, a question was directed to Mr. Robert Martino, Chief of Con-
sumer Contacts and Labeling for the United States Bureau of Stancl-
lards, with respect to the functions and activities of the Bureau.^ It
was the understanding that Mr. Martino would have a response to
Ithat question prepared. The response is now here and I present it

for the record.

(The statement referred to was marked "Exhibit No. 639" and is
included in the appendix to Hearings, Part VIII, on p. 3475.)
The Chairman. Proceed.
Do you solemnly swear the testimony you are about to give in this

proceeding shall be the truth, the whole truth, and nothing but the-
itruth, so help you God?

Mr. Lebo. I do.

TESTIMONY OF WILLIS R. LEBO, THE W. R. LEBO CO.,

SEATTLE, WASH.

Mr. Nehemkis. Will you state your name and address for the
:-ecord, please, sir?

Mr. Lebo. My name is Willis R. Lebo. I live in Seattle part of
lie year, which is my residence, and in Ketchikan, Alaska, during the
)perating season, which is the summertime.

^
Mr. Nehemkis. You have some enterprises in Portland and in

Seattle, and in Alaska, I believe, don't you ?

Mr. Lebo. Yes.
Mr. Nehemkis. What kind of enterprises do you have in Portland,

ilr. Lebo?
Mr. Lebo. In Portland I have a concern which formulates plant

'ood or fertilizers and proprietary stock foods, those carrying pro-
i eins and vitamins and that sort of thing.
Mr. Nehemkis. And in Seattle?
Mr. Lebo. In Seattle I have a business which carries on the same

Functions as the Portland business, but we also do reclamation work

;

hat is, we conserve wastes that originate from fires, wet ships, any
?oods that may be utilized by reconditioning and processing inta
;tock feeds or fertilizers.

Mr. Nehemkis. How did you happen to interest yourself in estab-
ishing a business enterprise in Alaska, Mr. Lebo?
Mr. Lebo. All my life I have been interested in the processing

md conservation of waste. I was sent to Alaska by a concern whc>
lad a plant to process fish waste, and the plant was ill conceived. It
vasn't properly designed, and I put it in running shape for them and^
IS the years went by several concerns had me build them plants for

1 See Hearings, Part VIII, p. 3425 et seq.
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the reduction of lierringf, in the southern part of Alaska. In the

meantime, I conducted my business in Seattle and Tacoma on the

same lines, frequently building byproduct plants for other people.

Mr. Nehemkis. How did you happen to finally establish your

business in Alaska?
Mr. Lebo. I became interested in the fish waste, the material that

originates from the packing of salmon. It was the custom to dump
it into the bay in a bag and, doing that, it contaminated the waters

and it was a loss of valuable material, and it appealed to me from that

angle.

Mr. Nehemkis. I understand, Mr. Lebo, that for every 50-pounc

case of salmon which is packed there are actually 19 pounds oj

waste, is that correct?

Mr. Lebo. Yes; that is the practical summary of the amount
There may be a little more wasted, but that is all that possibly coulc

be—under the physical conditions of canneries—conserved.

Mr. Nehemkis. At or near Ketchikan, the seat of your operations

about how many fish canneries are there and in a rough way aboul

how many tons of fish do they produce during the active season?

Mr. Lebo. I have a letter in my pocket, written by Mr. Wingarc

of the Fisheries Department, which I think your department has no

seen. There are 11 concerns who packed a total of 850,719 cases ii

1938, and that, he states, is approximately the average pack of the laS'

5 years. His letter starts with a reference to the policy of utilizing

fish waste, which policy has been advocated by the Bureau of Fish

eries for many years.

I believe steps shovild be taken to the utilization of all the fish waste ii

Alaska, especially at those points where there is a concentration of plants.

Mr. Nehemkis. If this fish waste is not promptly utilized, what i

the result?

Mr. Lebo. He happens to state here

:

The resultant product would be a complete saving over a presently complet

waste and would mean production of additional wealth and employment c

additional labor.

The Chairman. How is this waste utilized?

Mr. Lebo. The material is gathered daily. When salmon come i]

to be canned, or in spawning season, they no longer feed and thei

visceral tract is entirely free, and these fish come in and are in ver;

good shape for canning and are butchered by mechanical means-
high-speed machines. The head, tail, and the visceral part, the vita

parts, the heart, liver, and the roe and those parts where the fatt;

tissues that contain vitamins, and the bone structure, phosphorous

the meat and blood, proteins, and those materials are strictly fresh

and, if accumulated under clean conditions, when cooked, pressed

and dried, have two resultant products, oil and meal, and in tun
they have a good many byproducts.

The Chairman. What are some of those byproducts?

Mr. Lebo. The fish meal contains as a fertilizer nitrogen am
phosphorous. It has a good commercial value, but its highest fieh

is in the feeding of livestock in a supplementary way; in othe:

words, grains, when supplemented with protein material, go furthe:

and are a better nutrition than the grain without those materials.
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It is especially valuable in the growth of young animals, for in-

stance baby chicks; fox—the Government feeds small fry that they

propagate with this material ; fish hatcheries utilize it. Cattle raisers

utilize fish waste extensively; they have for years in the old coun-

try and recently here.

There are 150,000 tons of fish meal fed to livestock on the Pacific

coast alone. The oil product has the usual value for soap makers,

currying of hides, tempering of steel car springs. It is used in

some process in rubber-tire making, in a small way.
Then in the field of nutrition, these fish oils, aquatic oils, contain

vitamins A and D in quantities that are very desirable. In other

words, fish oil made from the visceral parts, or from liver, is an
adequate or better supplement than cod liver oil. You may know
cod-liver oil as something that is fed infants, but carloads of it are

imported to feed livestock. The sources of those have been recently

curtailed because the Japanese have been shipping immense quanti-

ties of those oils to this coast, or the raw materials from which the

oil was made.
More recently they have perfected their own equipment to turn

this oil into medical values and are now distributing it in the United
States in that form, so there is an immense potential field in the oils

from the liver of cod, halibut, and from the salmon industry.

Mr. Nehemkis. It is a fact, is it not, Mr. Lebo, that the Bureau of
Fisheries has recognized the importance of the utilization of this

waste product?
Mr. Lebo. I have been acquainted with them for some 25 years and

have intimately known several of the heads of fisheries and I might
say that it was a special hobby; it was something that they were
extremely interested in. To quote the acting fisheries head, whom I

visited yesterday on another matter, he said that the utilization of
the fish waste of Alaska was one of the most important things that

he felt they should be interested in, and he referred me to his chief
of the technical staff, who says that he has a department that has
specialized and experimented with and done a great deal of work
on this subject. I am quite familiar with their bulletins. That is,

confined to laboratory development.
Mr. Nehemkis. Mr. Lebo, how did you obtain the capital to start

your plant in Alaska?
Mr. Lebo. Well, the plant of which I am principal owner is known

as the Salmon By Products Co. of Ketchikan. I decided to enter

that field and forestry officials helped me locate a site in this large

fishing district, and in one season I prepared docks and buildings and
a water system out of funds that I had on hand.
Mr. Nehemkis. In other words, as the initial venture you used your

own funds?
Mr. Lebo. Yes.
Mr. Nehemkis. Did you try to get any equity money or some part-

nership money?
Mr. Lebo. I made a survey of that field but it looked as though I

would have to carry the burden.
Mr. Nehemkis. What were the obstacles that you encountered ?

Mr. Lebo. My real obstacles were in the year after I laid this

business out. I laid it out with the idea of going back to it and
developing it the first season.
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Mr. Nehemkis. Just so that we may fix the time-

Mr. Lebo. That was in 1934. In 1935, expecting to use the preparation

that I had made, I raised $20,000, most of it money from my two con-

cerns, from Portland and from Seattle, some of it credit from ma-
chinery manufacturers, and I moved into the Ketchikan area with
this equipment in scows and with my own tugs, and when I got there

I suddenly found that my site had been withdrawn. There had been
a change in the Forestry Service and they withheld the use of the site.

That was my first financial problem that I had to go to the banks
with. I went to the banks.

Mr. Nehemkis. Were these the banks in Seattle or Ketchikan ?

Mr. Lebo. In both places. As a matter of fact, in my necessity I

flew down so I could cover all the banks the same week, and I want
to interpose here something that was asked recently about what this

rule is that the bankers have. It seems very simple to me, because

in the years I have gone to banks on this subject, and a commercial
iDank's answer is that they do not make capital loans. That is their

answer, one and all, and I have never heard any other answer. When
they do make a capital loan it is when they break the rule, their self-

made rule. So then each one stated that I had a nice enterprise but

they could not make a capital loan.

In Seattle, after failing to get money for this purpose—and I

must say that I wouldn't have needed this money except that I needed

a new site; I had to buy land, and while I was buying it I wanted
good property—I was fortunate in securing a good site. I secured

one for probably one-third of its value because of another man's
necessity, so I wired a retired Ketchikan banker, a very fine man
Avho developed that country, and I explained my necessity, that I

wanted $8,000 cash quick to buy a site to carry on the situation. He
wired me that he would go 50-50 with me ; he would put up half the

money if I would put up the other half, not as a bank but personally.

So that day I mortgaged my home and borrowed on my life insurance

and wired him the money, and he matched it and closed the deal. We
acquired a 35-acre site in a cove adjacent to Ketchikan.
Now my problem was one of getting this plant up in time because

of this delay, because I had to build a new dock, new buildings, and
a new water system for getting ready to run during the present

season, because if I didn't run the burden of moving this immense
amount of waste was upon me whether I utilized it or not. So I

put on speed and built this plant, not as large a plant as the situation

demanded but one that would be as nearly financed as I could finance

it. I started operation the day after the season opened and operated

€ach season thereafter.

Coincident with my operations the town suddenly found that for

the first time in their existence boats could approach the town within

3 miles without wanting to go by. This waste had been under the

town and it had been a sanitary menace that had been recognized by
the Government, but they hadn't found the means of treating it so

the citizens, whether they thought it was healthful or not, immedi-
ately passed an ordinance which prohibited thereafter the polluting

of the waters of that city with the waste from salmon. That put the

burden on me, that this waste must be taken care of or else—the "or

else" being that they would bring competitors in and build other

plants. So I had to enlarge my plant.
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Each year I increased production or increased equipment $20,000

worth, and each year I ahnost made that amount of money from the

production. Each year I went to banks and tried to interest a capital

loan. A Seattle bank had no hesitancy, having financed goods in and

out of the country that I bring, importing them, in loaning me money

on warehouse receipts or on bills of lading, and they were rather

liberal in their terms. They loaned me 80 percent of the value.

I finally found myself this summer, this preceding year, ready to

operate with a temporary loan advanced by a buyer of enough to

bring some $8,000 worth of supplies to the community, and my crew,

who, were signed up for a period and their wages were guaranteed,

and a strike occurred, not in my plant but in the community in the

canning industry. That plant runs but 7 weeks of the year.^ This

industry is only 7 weeks long. With the first 3 weeks of it lost

through striking, it threw the extraordinary burden of taking care

of alfthis immense volume of waste in 4 weeks instead of 7 weeks.

I have found no way as yet to secure capital to go on with that

business. The profits are demonstrated. The Alaska banks, their

capital is very limited.

Mr. Nehemkis. What is your productive capacity each day ? Have
you got enough plant to do the job that you think you can do and
should do?
Mr. Lebo. In this one community I can care for all of the waste

that originates there with the plant I now have.

Mr. Nehemkis. What is your financial picture today? To whom
do you actually owe money at this time?

Mr. Lebo. When I had to buy this site, which was a matter of

$8,000 for the land and an additional ten or twelve thousand dollars

to cover the loss of docks and buildings, it set me behind my original

budget about $20,000. I have carried that along up to the last

season, which is now, but have made the $20,000 in improvements
out of profits each year.

Mr. Nehemkis. In other words, you haven't drawn any salary out

of the Ketchikan property.

Mr. Lebo. No; I never have.

Mr. Nehemkis. You draw your salary out of the Seattle and Port-

land properties?

Mr. Lebo. I really don't draw salary out of either one of them.

People call me once a year to build something and fees carry me
personally and I don't draw out of those businesses. But in the

situation, here is the problem that besets all small business people.

I have secured one loan, as I told you, on the land, and I paid it

back and I secured loans from time to time on machinery which I

paid back. Two years ago my banker called me one day and said,

"There is a Ketchikan banker in this town who gave you a pretty

good send-off. Why don't you see him? I believe he has money
to loan."

Here was a case where they did make a capital investment. I called

on the banker and he said, "How much money do you need?"
I said, "I want as much as I can get."

He said, "Our limit under our capital is $13,000, and you can have
that."
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So I returned to my office and sent the papers required and the
money didn't come. Through an intermediary he explained to me
that the bank situation was a little different when he got back, but
the president of the bank would loan me the $13,000 on a demand
note, which he did. However, one night this winter he called me on
the phone and he said, "We want you to pay your note within 48
hours so I can take the money back with me to Ketchikan."

I said, "That's rather difficult, but we will do what we can if it is

the last word."
The next morning, in going down the street, I met a man in Seattle

who has a business in Alaska. He said, "You know, I got a call last

night for a loan."

I said, "So did I. What are you going to do about it?"

"Well," he said, "it so happens" (we pay 8 percent up there) "that

a large machinery house has asked me to accept a credit of $200,000
to distribute their products in Alaska, and it looks bad to have this

8-percent loan and I think I can phenagle a way to clean this loan up
on the prospects of the other money I am going to get, which should
relieve your situation."

The banker never came back to me. He apparently got on the boat
and went north. I heard no more about it except to receive bills for

interest, which I paid. The point is, though, that the bankers' neces-

sity arose out of that strike, and that is the only source of so-called

investment that I have, right there on the ground, limited to $13,000.

If I have to pay that $13,000 this season there isn't any other place

to get that capital investment.
Mr. Nehemkis. In other words, Mr. Lebo, you are confronted with

this situation: You have a business enterprise that is recognized by
governmental authorities as performing a useful, a necessary service.

You can't get financial aid out of Seattle because the bankers tell you
they can't make capital loans. You can't get aid from your local

banks in Ketchikan because they haven't the capital to do the kind of

lending that you need. Do you know of any place that you can get

any aid?

Mr. Lebo. I have no source, I thought of the R. F. C. and it seems
that if I want to build another plant like this one they might be of

some help, but I have already spent my money so I can't pay for

improvements of the past summer with this new money.
Mr. Nehemkis. If you could get $50,000 loan capital today, what

could you do with it, actually ?

Mr. Lebo. Well, Alaska represents a source of potential activity

and manpower that is tremendous in my own scheme of affairs. I

have a group of young college men who have worked their way
through school. They are young engineers and we have been train-

ing them and we have sounded the possibilities of what we could do
in the community we are in and what we would like to do. We nat-

urally turn to conservation first. Forestry has advertised and wants
some concern to manufacture cedar products from the local cedar
that occurs in the forests. It isn't a large business; it is a small
business of highly specialized white cedar, suitable for boat building

and known as Alaska cedar. As a byproduct, the waste from this

would furnish fuel for my fish plant. My fish plant now has a

large and very good power plant. Our boys have designed a small

cedar plant, not with the idea of doing it at this time, but if we were
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in shape to do it, the waste from the cedar plant would furnish the

fuel for our plant. It costs $5,000 for each 30 days to furnish fuel

oil for our fish plant.

There is adequate material in this other source in having a deep-

sea dock, having scows and a very good machine shop and fine power
plant ; a very limited investment of perhaps 12 or 14 thousand dollars

would make a small 20,000 cut cedar plant yielding a very high grade

cedar to be used for boats and so on. And it would also yield this

byproduct of fuel, both for our electrical and for our steam. We had
to build a 7-mile line to the plant, which we have amortized and paid

for as we went along. And we can then provide our own electricity

and our own steam power and fuel.

Now it happens that we are on a cove which is the only sheltered

haven for the mosquito fleet there—the mosquito fleet is a matter of

1,000 halibut boats and 1,000 small seiners and that type of boat,

which are run by fishermen, and they go out to the banks and work
out there. There is no provision where their boats can be taken out

and seasoned. There is provision for taking a boat out and repairing

it and putting it immediately back in the water for another run, but

a way where boats can be taken out and seasoned and the fisherman

can do his own work, that is another project that requires a small

amount.
On our beach there the shelter is a mile long and would take care

of 1,000 boats. Many of those boats have to travel about eight or

nine hundred miles to meet a similar condition, find what they want
for their winter lay-up and winter rehabilitation, both machinery and
cleaning. That is something they would like to go ahead with. The
oil that is extracted from this fish is highly potent in vitamins A and
D, but it can only be sold medicinally after being further cleaned

and renovated. In other words, it has to be put so it will keep, so

it won't break down, so it will stay sweet or lasting.

That requires a chlorination plant and facilities of that sort, and
in addition employment of a biologist and some testing material, and
so to establish the vitamin units the fisheries bureau in this town, or

in this city, have already established those values, but they must be
established on a particular oil and be certified and branded on a
particular package that you sell. Their experiment test here would
not apply to each parcel that is sold under these food laws, so there
is another place of employment.
To me that is the one I would like most to go ahead with. And

banks are very sympathetic to that. They realize that where I make a
low grade oil that will yield $20,000 in revenue in 5 weeks' time, that
as a vitamin oil it would displace $60,000 worth of imported cod
liver oil. There is no question but we will bring these developments
back somehow.
Mr. Nehemkis. Mr. Lebo, I believe you testified earlier that in

the Ketchikan area there were 13 canneries ?

Mr. Lebo. Yes.
Mr. Nehemkis. Are they all owned or controlled by American

citizens, as far as you know ?

Mr. Lebo. Yes. Several of them belong to these large food con-
cerns. A number of them are privately owned. I think in every
case they were private citizens.
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Mr. Nehemkis. Well, now what do you think is the experience of
some of these other individuals in the Ketchikan region? Are they
having the same financial difficulties that you describe? I am con-

fining my question, of course, to the small units, not any outposts of
large corporations.

Mr. Lebo. The canning industry is quite different than the type of
business I am engaged in. We have had to invent a sort of machin-
ery that would have to handle this particular waste. It isn't built

otherwise; it is for this particular application, so we have had ta
design our machinery and in the canners' case the large can companies
leased them a machine and put it on their floor and serviced it, so the
investment in that regard is not so large. Their investment is within
largely the bankers' realm, because it is a commercial loan.

They can repay it in 90 days. The bank in Seattle would advance
the money to pay for gear and so on, and take the product 90 days
later with a highly standardized resale value.

Mr. Nehemkis. Well, do you think that there are real difficulties^

being experienced by other small operators in the Ketchikan region,,

or other parts of Alaska that you are familiar with?
Mr. Lebo. It is tremendously difficult for small industries to start

there; almost an impossibility, unless they have their own money..
Mr. Nehemkis. Let me ask you this question, if I may, Mr. Lebo.

You are carrying on a business enterprise in what I suppose is the
last frontier of America. What real possibilities do you see there
for new money being poured in ? What could be done if money and
credit were available and capital loans could be made ?

Mr. Lebo. Well, Alaska is a paradox; it is carrying Seattle on its

shoulders now because of the immense amount of gold mined and
the high price paid for it, and it is holding Seattle up by the inflow

of the material in and out, and that business seems fairly well cap-
italized, although the smaller mines have immense difficulty. You
can only get capital by going to private sources who have to ^ve
their right eye up to large interests to get that little mine operating.

The labor situation—the country is so little developed that thousands
of men could be employed up there. It will be the future source of

wood pulp. Water power hasn't been touched, and its fish have not
been developed, except in salmon and halibut, and there are many ^

varieties of fish. We sit here and let Japan can the crabs that they ^

take off the shelf of our northern extremity. We are not in that

business. The small business man can't get established in it. If
guess we have one up there; he combed the country and Seattle and :

was given friendship money to get him started. I

INIr. Nehemkis. Then you would say, I take it, that if Alaska can •

be developed and expanded it would have a direct effect upon the
|

prosperity of that northwest region?
Mr. Lebo. Immediately; it is carrying Seattle right today.

The Chairman. Alaska is carrying Seattle today?
Mr. Lebo. Unquestionably.
Mr. Nehembjs. I have no further questions, Mr. Chairman.
The Chairman. Do you happen to know how much land in Alaskanf]

is still part of the public domain?
Mr. Lebo. I think one could say it was largely the public domain,

almost in its entirety. h
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The Chairman. In other words, in Alaska only a very small pro-
Dortion of the surface of the entire territory is in private ownership ?

Mr. Lebo. Practically none of it is in private ownership. I might
ixplain that ; that the United States Government had the forests and
hey give you a permit, but few people have patent right ground. In
ny^ instance I have patents running direct from the Government, but
t is all what is known as use and occupancy. If you do a certain
imount of development and later on they have a method that a few
people can bu}^ in scrip and some other things are available to them,
)ut there is no limit to the untaken land there.

The Chairman. How much of the area in Alaska is within the
"orests ?

Mr. Lebo. I don't know.
The Chairman. Do you have any of these use and occupancy

Dermits ?

Mr. Lebo, I have had several in time; I had one that was can-
jeled on me 4 years ago.
The Chairman. Are you using any in your business ?

Mr. Lebo. Not now.
The Chairman. Do you know of any being used ?

Mr. Lebo. Yes ; I know many, many canneries.
The Chairman. In other businesses?
Mr. Lebo. Some sawmills.
The Chairman. The canneries then occupy the public domain

aerely under permit ?

Mr. Lebo. From the forestry.

The Chairman. From the United States Forest Service, in order
o maintain these private institutions?

Mr. Lebo. Yes.
The Chairman. For the canning of jSsh?

Mr. Lebo. Yes.
The Chairman. Have you any idea what proportion of the busi-

less of Alaska may be termed small business and what proportion
5 conducted by absentee capital?

Mr. Lebo. Absentee capital is the large mines.
The Chairman. The mining business in Alaska is almost exclu-

ively the operation of foreign capital; that is to say, absentee
apital ?

Mr. Lebo. It is becoming that way, and the transportation to

Llaska

Tlie Chairman. When you say it is becoming that way, what do
on mean; how much? What proportion of the mining business
5 locally owned?
Mr. Lebo. Well, it is practically all foreign capital.

The Chairman. All what?
Mr. Lebo. It is largely foreign capital.

The Chairman. Largely absentee capital ?

Mr. Lebo. Yes.
The Chairman. In other words, the mines of Alaska are operated

y the large corporations?
Mr. Lebo. Yes.

The Chairman. Organized outside of Alaska for the develop-
ment of that area?
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Mr. Lebo. The great dredging operations are financed in New
York and San Francisco and elsewhere, and they have taken over
the small placer miner.
The Chairman. The question which was directed to you by coun-

sel, that Alaska was practically the last frontier, prompted me to

send for this chart which has been prepared in the Procurement
Division of the Treasury Department and which shows Federal
ownership of real estate in the various States as of June 30, 1937.

This chart apparently does not deal with Alaska, but it does show
that there still is at least some kind of a frontier.

Eighty-two and sixtj^-seven one hudredth percent of the entire area
of the State of Nevada is in the ownership of the Federal Govern-
ment. I assume that Alaska—the proportion in Alaska is even
greater than that?

Mr. Lebo. I doubt if there is over 1 percent, or a half or part of
1 percent privately owned in Alaska.
The Chairman. Sixty-three and five one-hundredths percent of the

total area of Arizona is owned by the Federal Government; 60.45

percent of Utah is owned by the Federal Government ; 58.07 percent
of Idaho ; 46.29 percent of Oregon ; 42.72 percent of Wyoming ; 39.46

percent of California ; 35.32 percent of New Mexico ; 33.95 percent of
Montana; 33.34 percent of Colorado; and Washington is the first

State, two-thirds of which is in private ownership, or at least is not
in the ownership of the Federal Government. The State of Wash-
ington owned by the Federal Government is 32.26 percent.

It occurred to me that this chart might be of interest not only to
the witness but to the members of the committee. It shows the black
diagram in each of these Western States as the amount of land, the
amount of area in that State which is still owned by the Federal
Government. So we still have a frontier, a physical frontier, a

geographical frontier, but the ownership of this land and the de-
velopment of this land in the West, the ownership and the right to
develop the resources, has passed into the same sort of absentee
ownership of which you speak, and the question of small business,

of the development of free, independent enterprise which you out-

line for Alaska is the problem for the entire western third of this

country, and it is a growing problem, so that the testimony which has
been developed here today, Mr. Nehemkis, under your very skillful

guidance points directly to the need of private development and
also points directly to the question of growing importance in this

country, the participation of government as an organization in the
affairs of the people, and the participation of organized capital as
organizations in the affairs of the people.

The question, I think, in the last analysis is one of whether we
choose from now on to develop and maintain free, independent public
enterprise, or to allow concentrated organization to dominate the
lives of all.

The Chairman. I think I shall take advantage of my position and
offer this chart as an exhibit to illustrate your testimony.

(The chart referred to was marked "Exhibit No. 640" and faces

this page.)
Mr. Nehemkis. If you hadn't done that, Mr. Chairman, in view of

my ignorance of the American frontier, I would have taken it upon
myself to have done so.
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The Chairman. Any other questions?

Mr. Nehemkis. No, sir.

Mr. Lebo. I would like to bring out this point that counsel here

perhaps had in mind, that frontier has to do with population. Alaska
in all those immense millions has but 70,000 population.

The Chairman. What is the area of Alaska ?

Mr. Lebo. Well, I don't know but it is a tremendous thing.

Representative Voorhis. Is it half as big as the continental United
States?
Mr. Lebo. Oh, greater

;
yes.

Representative Williams. How much of Alaska is subject to being
opened up for agriculture or stock raising purposes?

Mr. Lebo. There is some, but its future is along industrial lines,

because here you have a great source of mineral wealth, fisheries,

and timber.

Representative Williams. What is the principal mineral?
Mr. Lebo. Gold, tin, molybdenum, coal that has never been touched.

The Chairman. Have you any other witnesses, Mr. Nehemkis?
Mr. Nehemkis. Yes ; we have another witness.

The Chairman. Thank you very much, Mr. Lebo.
Mr. Nehemkis. May I take this opportunity of thanking Mr. Lebo

for having placed himself at such a great inconvenience to come here.

The Chairman. We certainly appreciate your contribution.

Mr. Lebo. Thank you.

(Mr. Lebo was excused from the stand.)

Mr. Nehemkis. Mr. Chairman, may I call as our next witness Mr.
William Hurcl Hillyer of New York City.

The Chairman. Do you solemnly swear that the testimony you
are about to give in these proceedings shall be the truth, the whole
truth, and nothing but the truth, so help you God?
Mr. Hillyer. I do.

TESTIMONY OF WILLIAM HURD HILLYEE, ASSISTANT VICE

PRESIDENT, JAMES TALCOTT, INC., NEW YORK CITY

Mr. Nehemkis. Mr. Chairman, may it please the committee, before

examining the witness might I say this? Yesterday and today we
have been examining with you into certain banking facilities which
have grown up outside of the orthodox banking machinery which do
aid and furnish capital and credit to small business enterprises.

We have seen an example of what might be characterized, in the

words of one witness, as supply house banking. We have seen how
small businesses obtain their credit and capital aid from finance

companies, and in some instances from what one witness character-

ized as the loan shark, but there is a great financial institution which
serves of tremendous aid to the small business man, and that is the

factoring institution. This witness will deal with that problem.
The Chairman. Very good.
Mr. Nehemkis. Will you state for the record, Mr. Hillyer, your

full name and your address?
Mr. Hillyer. My name is William Hurd Hillyer. My address is

433 West Twenty-first Street, New York City.

Mr. Nehemkis. You are associated, are you not, Mr. Hillyer, with
James Talcott, Inc., of New York?

124491—40—pt. 9 33
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Mr. HiLLYER. Yes.
Mr. Nehemkis. In what capacity?
Mr. HiLLYER. I am assistant vice president in charge of research.
Mr. Nehemkis. Hoav long have you held that office, Mr. Hillyer?
Mr. Hillyer. I have been associated with Talcott about 7 years.
Mr. Nehemkis. Will you just indicate briefly and in general what

your previous business experience has been?
Mr. Hillyer. Yes; I was first in newspaper work as one of the

edilbrs of the Atlanta Journal, my home town, and I was afterwards
vice president of the Atlanta Trust Co., in Atlanta.
Mr. Nehemkis. How long has the firm of James Talcott, Inc., been

established ?

Mr. Hillyer. Since 1854, sir.

Mr. Nehemkis. I take it that James Talcott. Inc., is the largest
factoring institution in this country.
Mr. Hillyer. No, sir ; it is the largest independent factoring house

not affiliated with any other grouj).

Mr. Nehemkis. The company's business consists solely of factoring,
does it not ?

Mr. Hillyer. Yes, sir.

Mr.. Nehemkis. Now, I am going to ask you, if you will, Mr. Hill-
yer, to give the committee a description of the business of factoring.
The Chairmax. May I interrupt the witness before he answers

just to make note in the record that Congressman Schwert of New
York, who is an author of one of numerous bills dealing with this
problem of loans to the small businesses, is sitting with the com-
mittee this afternoon and we are very happy to have you with us,

Congressman.
Mr. Nehemkis. Will you proceed, Mr. Hillyer?

FUNCTIOX OF THE FACTOR IX SUPPLYING CREDIT TO SMALL BUSINESS

Mr. Hillyer. The business of factoring is conducted chiefly by
about 25 long established houses in New Yoi-k City and two or three
other large centers. It offers to the independent manufacturer or
nierchant a thoroughly i^racticable method by which he can reinforce
his working funds without creation of debt, division of control, or
expansion of capital structure.

The volume of business handled by the factors of the United States
amounts roughly to between seven hundred millions and eight hun-
dred millions of dollars a year, according to competent estimates.
Yet it is a business that remains comparatively unknown to the
general public. One reason for this is that the factor does not come
into direct contact with the general public because his dealings are
b}' their very nature confined to business firms, and I may interpose
a little personal experience there which will illustrate that even in

quarters usually well informed the factor is still not so well known.
Just before undertaking to write a book dealing largely with

this subject, published recently by Scribner's, called James Talcott,
Merchant, I decided I would read uj) on my life work, and so I
went to one of the largest of our public libraries and asked them
for all the books that the,y had on the subject of factors and factor-
ing. The young man said, "You want the mathematical depart-
ment." I said, "No," and I tried not to laugh. "I want something
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about a business that is akin"—and then I had an inspiration: "It

is akin to the drj'-^oods commission merchant."
"Ah, yes. Oh, that kind of thing." So he went into a huddle

with one of his associates and they emerged with a nice card and
they said, "Here we have it," and he gave me a list of the publica-

tions of our own firm, all of which I had written. That is all he
had on the subject. Well, I was very much flattered, but not very

much helped.
Factoring is a very old business, with a history and traditions

which go back for several Imndred years, both in this country and
in England. Blackwell Hall in London was dedicated to the woolen
cloth industry in the year 1397, a great trade grew up in Blackwell

Hall and lasted for centuries. It was here that textile factoring

had its origin, and for about 300 years the Blackwell Hall factor

was one of the most important figures in English industrial life.

The Blackwell Hall factor performed much the same functions

as the nineteenth century dry-goods commission merchant in the

United States. Here is what they both did.

First, they received, stored, and sold the merchandise consigned

to them by the mills.

Second, they made advances on the security of such merchandise.
Third, when the merchandise was sold on terms of from 1 to 6

months, and sometimes longer, thej^ made cash advances against

the obligation of the buyer.
Fourth, they advised the mill of the buyer's financial responsibility,

and vice versa, and they warranted such responsibility for a cash
consideration.

The reason why I am going into the subject so fundamentally is

to show that the conunercial factor is basically a merchant, perform-
ing certain recognized functions for manufacturers and other mer-
chants. He has been largely responsible during the past four cen-

turies for the upbuilding of the textile industry, which has always
been mainly in the hands of relatively small, independent producers.
The commercial factor of today was evolved from the nineteenth

century commission merchant. He lays less emphasis on the actual

selling and more on financial functions. His principal business today
is the purchasing of open accounts, usually without recourse, that is

to say, he assumes the credit risk. He does this for a limited number
of concerns, hereinafter called clients, which he has investigated
thoroughly and with which his relations are extremely close. He
provides each of these concerns Avith a revolving fund, which is a

permanent addition to its liquid capital. He does this by purchas-
ing their open accounts as fast as created. In some cases he makes
advances on merchandise, though this is a function that is falling

into disuse.

He is no longer limited to the textile industry. Within the past
5 or 6 years his services have been extended to such diverse fields as

fuels, furs, shoes, paper, rubber goods, glassware, metal products,
lumber, furniture, and many others.

The factor's position in the present economic picture may be thus
outlined : First, he serves relatively small and independent concerns
only, the range being, as a rule, from $25,000 to $500,000 capital,

and from $150,000 to $3,000,000 annual sales.
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Second, the greater part of his working funds he obtains from the

banks on his own promissory paper. This type of paper is much
sought after by the banks, because it is extremely liquid and provides

a maximum of security.

Third, in this way he puts a large amount of bank money to work,
estimated at more than $200,000,000 at the present time, without the

banks being obliged to assume the risk and the expense and the re-

sponsibility of handling an enormous number of unrelated and widely
scattered transactions.

Fourth, he stabilizes credit conditions in the industry that he serves,

not merely by assuming credit risk, but by enforcing higher ethical

standards betw^een debtor and creditor.

Fifth, he is a sort of silent partner in the enterprises that he factors.

His close supervision of credits and his constantly available advice in

merchandising and styling, as well as in financial matters, are such
as a partner would furnish rather than a money lender.

Sixth, the type of capital that he provides is in the nature of a

permanent addition to his client's working funds. It does not have to

be liquidated or amortized; consequently it does not hamper the
client's growth or curtail his future operations.

Seventh, the cost of his services, including interest on his money,
tends to be measurably less than what the factored concern would
otherwise spend, even if it were able to perform the services itself and
to find a lender or partner to furnish the additional funds.
A distinction should be drawn between the old line factor and the

so-called finance company. The factor's chief business, as we have
seen, is the purchase of short time accounts receivable from regular
clients, usually without recourse on the seller, and the making of
conservative advances to such clients on seasonal accumulations of
merchandise. The finance company, on the other hand, is in the
business of discounting installment paper, secured by automobiles,
radios, and the like, with average maturity running to a year or
more in the majority of cases. Its function is radically different from
that of a factor, though there is a surface resemblance.
Finance companies, unlike factors, are strictly modern phenomena.

They have had an enormous growth in recent years, due to the rise

of the automobile and other installment sold articles. They are
universally known to the American buying public. The fact, how-
ever, that the two largest finance companies, Commercial Credit and
Commercial Investment Trust, have invested heavily in factor sub-

sidiaries, is not so generally known.
Commercial Credit owns the Textile Banking Co., a factoring

concern, and Edmund Wright Ginsburg Corporation, factors. Com-
mercial Investment Trust, through Commercial Factors, its factoring

subsidiary, owns the old established houses of Frederick Vietor &
Achelis, Peirerls Buhler & Co., and Schefer, Schramm & Vogel,
together with L. Ernstein & Bro., Inc. It also owns Meinhard,
Greeff & Co. and William Iselin & Co., Inc., the last name being one
of the oldest and largest firms in the business.

This entry of the great finance corporations into the factoring
field has taken place within the last 10 years. It may be regarded
as a tribute to the stability and economic soundness of the factor's

calling. In all cases, factoring subsidiaries are operated as wholly
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separate entities, quite apart from the regular activities of the

finance companies themselves.

There is also a large and steadily growing borderline zone, some-

times called non-notification factoring, which has come into being

as the result of the extension of accounts receivable purchasing be-

yond its traditional domain of textiles.

In other fields the standard procedure, well recognized in the

textile industries, of stamping the invoice with a notice to the effect

that it is owned by and payable only to the factor, is not always

practicable. Such notice, too, is not so necessary when the account

is purchased with recourse, that is without credit warranty.

Machinery has therefore been devised within comparatively recent

years by means of surety bonds, and so forth, for waving notifica-

tion in certain cases with recourse on the seller, permitting the

eller to do his own collecting.

The Chairman. Have you passed from the discussion of the com-
binations and mergers of factoring concerns?
Mr. HiLLYER. Yes.

' The Chairman. How many of these old independent factoring

concerns have been merged?
Mr. HiLLYER. Only those that I have mentioned. The rest are

still independent.
The Chairman. Can you give us any idea of how many inde-

pendent factors there are in the United States ?

Mr. HiLLYER. Among the old established houses, about 15.

The Chairman. And how many were combined, according to the

:estimony that you have just given us?
Mr. HiLLYER. About half a dozen, I think.

The Chairman. So that there are still about nine independent
factors ?

Mr. HiLLYER. There are still about 15, sir. There were between
20 and 25.

The Chairman. That is what I wanted to get.

Mr. HiLLYER. And that does not include at least half a dozen of
'he perfectly well recognized and substantial houses that are smaller

md are not among the old established houses, well established but
:iot old established.

The Chairman. What would be your approximation of the total

issets of all these factors? Are you going to come to that?
Mr. HiLLYER. I am going to give you that. I have it right here.

[ would say about $50,000,000 invested capitA.1. That does not mean
:otal assets ; that simply means invested capital, because some of their

assets are borrowed currently from their banks. There would be
something like $150,000,000 of total assets, but of that, $50,000,000
represents their own capital.

The Chairman. Do you consider this business, with this invested
::apital and these assets, as a really important element in the question
3f financing of small industry, or any industry ?

Mr. HiLLYER. Yes, sir.

The Chairman. It is a really substantial element, is it ?

Mr. HiLLYER. Yes, sir.

The Chairman. It is growing or decreasing?
Mr. HiLLYER. Growing, sir.



3998 CONCENTRATION OF ECONOMIC POWER

Representative Williams. Rij^ht in that connection, while you are
on that, where are these companies located?

Mr. HiLLYER. Most of them, due to their textile background, are

still located in New York City. However, the com]3any with which
I am connected has recently established branches in Boston, Chicago,
Los Angeles, and also in London, and there are one or two concerns
in Baltimore and Chicago that have not been quite so long established.

In line with Chairman O'Mahoney's question I may add that be-

tween 1928 and 1933 the total annual sales of the leading factors of
the United States rose from $340,000,000 to $542,000,000. and there
was a considerable increase since then. However, witliin the past
year the increase has not taken place on account of general conditions.

But up to about a year and a half ago there was a rather rapid in-

crease in the volume of business done by the factors of the United
States, so that the figure which I first gave, of $700,000,000, may be
compared with the figure of $340,000,000 in 1928. In other words,
answering the question more specifically, the business of the factors

in the United States has about doubled in 10 years.

This type of business, as I was saying, is also steadily growing,
that is, nonnotification factors, and is practiced largely and legiti-

mately by the major finance companies, and to a lesser extent by the
old line factors tliemselves. and by companies like the Seaboard
Commercial, which are extending their activities from installment
finance into factoring. It is manifest, however, that this species of
operation may lend itself to abuses along the fringes of the accounts
purchasing field. A host of irresponsible money lenders calling

themselves factors merely to cloak their usurious practices have
tended of late to bring that time honored title into disrepute. With
these, however, I do not mean to include those legitimate concerns
which, though relatively small, are rendering a real service and are

endeavoring to maintain certain laudable and ethical standards.
The factors of the L'nited States have an enviable record for taking

care of their clients during times of panic and financial stress. A
factor who, at such times, would call on his clients to liquidate,

their accounts would be held to have fallen short in the very first

principles of his business, which are to keep his clients in funds
and to cushion his clients against the shocks of adversity. During
the bank moratorium of 1933, as a recent and notable instance, James
Talcott and the other old line factors in New York City remained
open as usual, making the customary cash advances to their clients.

James Talcott and, I believe, other similar firms did the same thing
in 1893 and 1907. I think it is safe to say that there has never been
a regular business day during the past 75 years which has witnessed
an interruption in the steady, normal flow of factors' funds in the
United States.

Our own business, that of James Talcott, Inc., as an example, was
founded by the late James Talcott in 1854. It was conducted as a
])artnershij) until shortly before his death in 191C. The capital at

the close of that year was $2,250,000; it is now $4,700,000. During
the 22 years of its corporate existence. James Talcott, Inc., has
handled a business volume of $689,000,000 and shown gross earnings
of $18,500,000. These figures are "'round them outs."

Out of this Ave paid out in taxes, expenses, and credit losses ab-
sorbed for our clients, $12,300,000, leaving us a total net income of
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^6.200,000 for the 22 years, a trifle less than 1 percent per annum on
our vohune of business.

From this net income, however, we wrote off $2,600,000 to cover

losses which we incurred as a result of inventory loans and other

efforts on our part to keep the mills of our clients <roing in troublous

times, leaving approximately $3,600,000 as the total net return on
our investment.

It will be seen that we factors, judgino- by the record of one of the

largest and most successful firms in the field, are quite happy if,

through a long term of years, we can get so much as one-half of 1

percent on the total turn over. Few if any businesses in the com-
mercial field operate on so consistently low a margin of profit as

does factoring, yet it is a good business if conducted by experienced
management with ample capital and proper merchandising back-
ground. On the other hand one can well imagine how disastrous the

results if attempted by management not so thoroughly equipped and
without the necessary ripe and specialized organization.

In a business conducted on so extremely narrow a margin the

burden of taxes is proportionately heavy. This burden is increas-

ing to a point where it is hampering the operations of the factoring
industry at the A^ery time when our clients need us most. In 1937
taxes absorbed nearly 50 pei'cent of our company's net income. It

seems an ironic injustice that we factors, the onl}- major group in

the United States wholly devoted to helping small and independent
business, should be perhaps of all groups the most heavil}^ taxed in

proportion to net profits.

I would like to quote, briefly, from an article that I wrote for
Nation's Business in a recent number, giving a specific example and
tracing the operations of a factor through a specific case.

A manufacturer doing a business of $250,000 a year has $50,000
tied up in book accounts. • He could handle a volume of $400,000 if

he had the necessary working capital. The additional requirement
is about $30,000. Three methods of raising money other than factor-

ing are open to him. First, short time borrowing. This is the most
obvious, and if the business is strictly seasonal so that the loan can
be paid off at some time in the course of each year, it may be perfectly
feasible.

In this particular case, however, the volume is fairly steady
throughout the year. What is needed is a permanent increase in

working capital. Or, second, he might take in a money partner.
This would involve a division of profits and a loss or division of
management control. Moreover the new partners would certainly

insist on salaries for themselves, making the cost of such capital prac-
tically prohibitive in a concern of this size.

Third, the flotation of a security issue. This method is impractical
for the small manufacturer under present conditions. Even if so

small an issue could be floated, the legal and other costs of a public
offering would again be prohibitive. Private sale of securities to

one or more individuals would merely be the equivalent of taking on
new partners with the same disadvantages, but there are serious
handicaps under which the manufacturer labors in this instance other
than a shortage of working capital. He cannot prudently sell to all

of the solvent concerns who might wish to buy his goods. For ex-

ample, a large buyer might need a credit line of, say, $10,000, but the
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manufacturer cannot afford to extend such a line because liis work-
ing capital is only $50,000. Even concerns now solvent sometimes
fail, and he cannot risk one-fifth of his working capital on one
customer. In fact, the whole problem of credits and possible credit

losses is a serious draw-back to a business of this size.

Factoring, then, is the remaining possibility. The factor ap-

proaches the situation first of all from the angle of eliminating credit

risk and thus stabilizing the business. This he accomplishes after

full investigation of the outright purchase of all the manufacturer's

accounts receivable at their maturity without recourse to the manu-
facturer; that is to say, the factor assumes all responsibilities of

credits. In plain language, when customers fail, and some always
do, the factor shoulders the loss.

The Chairman. Well, is that a strictly accurate statement ? When
the factor purchases the accounts receivable of a particular manu-
facturer, does he not in making the purchase make an allowance for

the expected losses suffered through other manufacturers whose
accounts he has likewise purchased?
Mr. HiLLYER. Only to the extent that he charges for assuming the

full risk, but he does assume the full risk.

The Chairman. Does that not amount to the sale by the manu-
facturer at a discount of his receivables?

Mr. HiLLYER. Oh, certainly; he has to pay for the assumption of

the risk.

The Chairman. What is the percentage of discount?

Mr. HiLLYER. We try to get 2 percent, but we are glad if we get 1.

The Chairman. You made a statement a little while ago that you
operate on a profit of about 1 or 1^2 percent on the total turn-over.

Mr. HiLLYER. Right.

The Chairman. But you discount these accounts receivable of your
clients at as low a rate as 1 or 2 percent?*

Mr. HiLLYER. Yes; but that, you see, is in terms of say 90 days,
and they would all be glad to give 2 percent off for cash.

Represenstative Williams. That would mean 4 or 8 percent per
annum.
Mr. HiLLYER. Well, it is hard to figure it in terms of money return

because the factor is obliged to keep his books and all his accounts in

too well-nigh water tight compartments. We charge for the use of
the money, 6 percent per annum, no more, no less. We then charge
for the service, including the assumption of credit risk from 1 to 2
percent on the face of the invoice as a service, but the money is

figured on the actual time that it is used and the actual amount used
at the rate of 6 percent per annum.
The Chairman. But you turn your capital over at least three times

a year, do you not?
Mr. HiLLYER. Yes.
The factor now owns all his clients accounts and agrees to pay for

them when and as they mature at their net face value, less a small
percentage as his compensation, whether any of them prove insolvent
or not. Some clients go no further than this, being content to have
the factor warrant the solvency of their customers, but this manu-
facturer needs ready cash, so the factor advances payment on the
accounts up to, say, 90 percent of their face value and hands the
manufacturer a check immediately for $45,000, less a few hundred
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ioUars factorage. The remaining 10 percent is remitted when the
iccounts mature or sometimes more than 10 percent in some trades,

w^hich is to cover merchandise disputes which might arise and which
lave nothing to do with credit risks.

The $45,000 now becomes practically a permanent revolving fund,
expanding with the needs of the business. As fast as fresh sales are
nade, they are assigned to the factor, who promptly makes the re-

juested cash advances. Interest is charged and allowed pro and con
it the rate of 6 percent a year. In other words, the manufacturer
Days 6 percent interest on the money he draws for the time he uses

This has nothing to do with the factorage. The factor investi-

gates new customers and indicates the amount of credit he is willing
;o approve. Occasionally the manufacturer submits an account that
he factor is unwilling to purchase except at the manufacturer's own
isk. If the latter in such cases feels safe in going ahead and the
imount is not too large, the factor will take it and advance upon it

vith recourse on the manufacturer. In such cases a part of the
actorage is rebated.

The net result of all this is that the manufacturer obtains the
•equired $30,000 for expansion of his business, plus $15,000 to spare.
le does not owe this money to anybody. He has not increased his
apital stock nor jeopardized the control of his business. Further-
Qore, he is protected against all loss due to failure of customers,
le can, therefore, without hesitation take on additional business up
o his $400,000 capacity, as it is axiomatic the profit ratio tends to
ncrease with larger sales volume; his net profits should be at least

loubled. Out of these increased profits he is able to take care of
)lant additions for further expansion.
This service does not usually cost him more than 6' percent interest

>n the factor's advances, because the manufacturer cannot well main-
ain an adequate credit department and absorb credit losses within
he amount of the factor. If at the peak of a heavy season the
nanufacturer requires further assistance, the factor will advance
emporarily a reasonable amount on this inventory or on goods sold,

ut not delivered. On such advances the factor charges interest at
percent per annum. With slight changes of detail, this outline

pplies equall}' well to the case of a merchant provided his customers
re of a character that the factor's credit department can check.
This simple and economic machinery for helping the growth of

mall or moderate-sized concerns cannot fail to play an important
art in the type of industrial development which is typically Ameri-
an. It is during this present period when the moderate-sized
usiness is by reason of steady growth habitually overtopping its

working capital that the modern factor steps in and not merely
ssists that growth with ready cash, but stabilizes the entire structure

y eliminating credit risk.

It is not to be wondered at that the factor's business has itself

hown such remarkable increase in the past few years. He is per-
orming a timely, useful and thoroughly logical function.
Mr. Nehemkis. Mr. Hillyer, I should like to ask you a few ques-

ions, if I may. How much of the business of James Talcott, Inc.,

onsists of making advances against inventory or against goods sold,

ut not delivered?
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]Mr. HiLLYER. At the present time we are only carrying less than

$1,000,000 of snch paper.

Mr. Nehemkis. Do you as a person who has spent a great many
years in the factoring business, find any objections to that kind of

transaction?

Mr. HiLLYER. We find it increasingly difficult because of the fluc-

tuating markets in recent years, which have caused us to curtail the

type of accommodation just as far as possible.

Mr. Nehemkis. AVhen you make that kind of an advance, what

safeguards are provided?
Mr. HiLLYER. We, of course, have certain legal assignments of

title and we put in a custodian of the goods still on the premises

of the client.

Mr. Nehemkis. The cost of course is billed to the borrower, is

that correct ?

Mr. HiLLYER. Yes; but there is no profit in it to us, usually a loss.

;Mr. Nehemkis. Is it not true that an unscrupulous factor could

utilize this practice to cloak excessive charges?

Mr. HiLLYER. Oh, unquestionably; that is an unscrupulous person

calling himself a factor.

Mr. Nehemkis. Would you care to indicate what the charges and

interest rates are as employed by James Talcott, Inc. ?

Mr. HiLLYER. AYell. I have already stated in answer to a question

from your chairman tliat the charges are about the same, practically

the same, among all the old line factors, namely 6 percent per annum
interest on the money, and from 2 percent down as a factorage for

the service rendered—usually down.
Mr. Nehemkis. What kind of contract is entered into, Mr. Hillyer,

between a producer and a factor?

Mr. HiLLYER. Very sim})le. It was formerly much more elaborate.

Now it consists of an exchange of letters under which the producer

agrees to sell and the factor agrees to buy. all of the accounts receiv-

able of the business as fast as they are created, and he also agrees to

submit all orders and applications for credit to his factor before

selling or consummating a sale.

The Chairman. Who is the salesman under this system ?

Mr. HiLLYER. The producer now.
The Chairman. Formerly the factor was?
Mr. HiLLYEK. Formerly the factor, but the factor still performs a

very definite function in "bringing together the selling agents Avho are

now in the textile field, at any rate, specialized in the various angles

of the textile business, and the producer, so that a producer wishing

to put a certain number of lines out, goes to his factor and says,

"Who is a good selling agent for this line, and who is a good selling

agent for that line?'' And the factor brings him in touch with the

]n'oper selling agents, so that he will get the best results; being

already thoroughly conversant with his field, the factor is able to

perform that service and does largely perform, competently perform,

both for the producer and for the selling agent.

Mr. Nehemkis. Have you any more questions, sir?

The Chairman. No.
Mr. Nehemkis. Doesn't this type of contract which you have de-

scribed give the factor some measure of control over the producer?

t
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Mr. HiLLYER. Only to the extent of not warranting accounts that
the factor does not check. The producer can go ahead and sell on
his own responsibility and assume the risk, but in that case he can't

expect the factor to assume the risk because he doesn't know anything
about it.

The Chairman. Well, wouldn't an undisclosed risk of that kind
endanger the contract with the factor ?

Mr. HiLLYER. No. It wouldn't endanger it ; the contract is not so

worded that anything of that sort would obtain.

The Chairmax, I didn't mean it in that way ; I meant the producer
might incur losses in such a way to endanger the factor.

Mr. HiLLYER, That is true, he might ; that is very true, and so it is

good factoring practice to see to it that your clients do not run fast

and loose on their own responsibility.

The Chairman. In other words, you do exercise a certain amount
of control ?

Mr. HiLLYER. For their own sake. We do that.

The Chairmax. Well, of course, that is always the explanation of
the power that exerts control.

Mr. HiLLYER. It is really for our sake, Chairman, to keep from
losing our money.
Mr, Nehemkis. Well, Mr. Hillyer, let us assume that the factor

doesn't exercise any actual control, isn't the relationship between the
factor and the producer so intimate that a mere suggestion from the
factor is apt to carry great and considerable weight ?

Mr, Hillyer. Quite so, sir. I was coming to that. Tluit is really

the relationship. It is a very close advisory relationship, and as

soon as that relationship is impaired the contract tends toward a ter-

mination, and by the way it is terminable at 60 days' notice on the
part of either side.

The Chairman. It probably wouldn't be proper to say that the
factor is a partner with an insured profit ?

Mr. Hillyer. I would that he were, sir.

Mr. Nehemkis. Mr. Hillyer. is it not true that if a producer lacks
financial strength and cannot afford to discount receivables with re-

course or to carry them himself, in that case the entire list of
customers to whom sales can be made will be determined by the
factor ?

Mr, Hillyer. Oh, yes. Naturally it would have to be, because we
could only look to his customers, but we don't like to take on a con-
cern that has not some measure of stability itself, no matter how good
its customers.
Mr. Nehemkis. That device mav lend itself to some abuse, may it

not ?

Mr. Hillyer. No, sir; not that particular device; I can't see any
abuses that could be subject to.

Mr. Nehemkis. Is there any State or Federal branch of the Gov-
ernment which exercises regulation or control over the factor
industry ?

Mr. Hillyer. No, sir ; we are the one group that has never gone to
the Government or to anybody else for any help, and nobody has gone
to the Government for help, that I know of, against us.
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Mr. Nehemkis. Is there any machinery within your own industry
which imposes
Mr. HiLLYER (interposing). We have no machinery, but being an

old-established group of people we have certain very high ethical

standards which we endeavor to maintain and which we do maintain.
Mr. Nehemkis. I have no further questions, sir.

Mr. O'Connell. I am not entirely clear on how having a customer
or a client, a producer who would sell his merchandise that you don't

want, could operate to the disadvantage of the factor. Could you
explain that to me ?

Mr. HiLLYER. Only to the extent suggested by Chairman O'Ma-
honey, that if he made a habit of that he would wreck his own busi-

ness and in that way cost us money.
Mr. O'Connell. You mean cost you a customer. I don't under-

stand how.
Mr. HiLLYER. It costs us money whenever one of our clients fails,

even if all of his accounts are good, even if we don't lose on his in-

voices it costs us money to wind up his account, and we don't like to

have any of them fail. It is a bad thing, and it doesn't do us any
good in the trade.

Mr. O'Connell. But that is the sort of loss it is, the winding up of

the account, rather than actual loss of the business that you do.

Mr, HiLLYER. That is it. It is an indirect loss.

Mr. O'Connell. One other thing which isn't quite clear. In the

transaction that you supposed, where you would buy $50,000 of ac-

counts receivable of a client, does the 6-percent interest appear in that

transaction as well as the 1- or 2-percent discount from the face amount
of the bills?

Mr. HiLLYER. Yes; because there are two separate and distinct

things. One is the service and the other is the money. Some people
take the service and don't want the money. If they want the money
they pay interest on it.

Mr. O'Connell. Well, the transaction is not an outright purchase
of the accounts receivable ; it partakes something of the character of a

ioan at the same time, doesn't it?

Mr. HiLLYER. No ; that might be a legal or legalistic view of it, but
what we really do is buy the accounts outright and then if they want
the money before the maturity of the account, or any part of it, we
charge them interest for the advance payment of the obligation.

Mr. O'Connell. I was confused by your calling it an outright pur-

chase, because it isn't exactly an outright purchase of accounts receiv-

able because the purchase price, so to speak, in the final analysis, de-

pends upon the time when the accounts receivable are paid.

Mr. HiLLYER. No, sir.

Mr. O'Connell. Or the credit advanced by the factor.

Mr. HiLLYER. It depends on the risk and trouble that is incurred,

the risk and work and therefore the expense. We might charge a

heavier discount or factorage, as we call it, for a certain account (a)

running only 10 days, than we would for another account (b) run-

ning 30 days, because account (a) might involve more risk and more
trouble than account (b).

But the interest on our own advances whenever the money is de-

sired is the same, namely 6 percent per annum on the amount of

money advanced for the time advanced.
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Mr. O'CoNNELL. Taking the case that you supposed, let us assume
that the producer wantecl the money on the day that he sold the
accounts receivable to you. The money that you paid him for the
accounts receivable would bear interest at 6 percent for how long—

•

the term of credit that he extended to his customer, or would it run
until you received payment?
Mr. HiLLYER. Until the term of credit nominated on the invoice.

Mr. O'CoNNELL. So if you were extending 90 days you would col-

lect interest at 6 percent for that period regardless of when you
collected the account.

Mr, HiLLYER. That is the practice; yes.

The Chairman. Are there any other questions? Congressman
Voorhis, would you care to ask a question ?

Representative Voorhis. I don't believe so, Mr. Chairman.
The Chairman. Congressman Schwert?
Representative Schwert. I don't believe so.

The Chairman. We are very much indebted to you, Mr. Hillyer.
Have you any other witnesses?
Mr. Nehemkis. No, sir. This concludes our presentation of the

small-business phase of the entire study.

The Chairman. And may I say, on behalf of the committee, that
we are very much indebted to you, Mr. Nehemkis, and to you, Mr.
Kelley, for the very efficient and capable manner in which your
presentation has been made.
Mr. Nehemkis. Thank you, sir.

The Chairman. The committee will stand in adjournment subject
to the call of the Chair.

(Whereupon, at 5 p. m., an adjournment was taken, subject to the
call of the chairman.)





APPENDIX

Exhibit No. 541

(Chart based on following statistical data appears in text on p. 3499J

Gross national product and capital formation, and consumers' outlay for durable
goods and other goods and services, 1919-1937

[In millions of dollars]

Year
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Exhibit No. 543

(Chart based on following statistical data appears in text on p. 3507]

Gross and net capital formation, 1919-1937

(Private and public)

[In millions of dollars]

Year

1919
1920
1921
1922
1923
1924
1925
1926
1927
1928

Gross Cap-
ital For-
mation

19,341
22. 100
11,4SS
13, 282
18, 199

15, 245
19,211
19, 037
18, 208
17, 824

Net Capital
Formation

Year

1929
1930
1931

1932
1933
1934
1935
1936
1937

Gross Cap-
ital For-
mation

20.298
13, 662
8, 464
3,147
4,268
6,123
10,027
14.594

18, 846

Net Capital
Formation

10, 082
3,879
-278

-4.427
-2,987
-1,533
2,189
6,301
9,531

Source: Kuznets, National Income and Capital Formation, 1919-193B, except that data for 1934-1937 are

preliminary and are reproduced with the special permission of Dr. Kuznets and the National Bureau of

Economic Research.

Exhibit No. 544

[Chart based on following statistical data appears in text on p. 3509]

Business gross capital formation, capital consumption, and net capital formation
{excluding inventories) , 1919-1937

[In millions of dollars]
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Exhibit No. 545

[Chart based on following statistical data appears in text on p. 3516]

All construction in the United States, 1920-1937

[Millions of dollars]
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government and for those quasi-public enterprises which must do the work which
cannot be done b}' private enterprise.

We have developed several methods of connecting money with men and mate-
rials so as to get useful work done. We shall need to use all of these opportunities,,

or, if 5^ou choose to put it differently, we must meet all of the demands made on
our system, if we are to have lasting prosperity. It is our task to find and ener-
getically adopt those specific measures which will bring together idle men, ma-
chines, and money. In proportion as we succeed, we shall strengthen the structure
of democratic economy.

Very sincerely j'ours,

(Signed) Fr.^nklin D. Roosevelt.

Exhibit No. 547

[Chart based on followini: statistical data appears in text on p. 35241

Income-producing expenditures that offset saving '

[In millions of dollars]

Year

1921.

1922
1923
1924
1925
1926
1927.

1928
1929

Plant

2,344
2,536
3,137
3,183
3,456
4,031
3,960
3,942
4,365

Equip-
ment

2,751
3,130
4,628
4,359
4,613
4,903
4,649
4,807
5,680

Total plant
and equip-

ment

5, 095
5,666
7,765
7,542
8,069
8,934
8,609
8,749

10, 045

Year

1930
1931

1932
1933
1934
1935
1936
1937
1938

Plant

3.683
2,166
1,188
874

1,102
1, 245
1,628
2, 175

1,816

Equip-
ment

4,624
2,979
1,646
1,559
2.357
3,145
4,367
5,341
3,646

Total plant
and equip-

ment

8,307
5,145
2,834
2,433
3,459
4,390
5,995
7,516
5,462

I For sources and methods see "Exhibit No. 558," appendix p. 4015, at p. 4015. See supplementary tables

l_a, i-b. and 1-c in "Exhibit No. 557," appendix, p. 4014. See also revised figures subsequently submitted
by Dr. Currie, infra, p. 4122.

Exhibit No. 548

[Chart based on following statistical data appears in text on p. 3525)

Income-producing expenditures that offset saving '—Continued

[In millions of dollars]

Year
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Exhibit No. 549

[Chart based on following statistical data appears in text on p. 3526]

Income-producing expenditures that offset savings '—Continued

[In millions of dollars]

Year
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Exhibit No. 552

[Chart based on following statistical data appears in text on p. 3530]

Mining and manufacturing expenditures for plant and equipment and index of
industrial production ^

Year
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Exhibit No. 555

[Chart based on following statistical data appears in text on p. 3534]

Composition of income-producing expenditures that offset saving, 1925, 1929, and
1937 1
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Exhibit No. 557

Supplementary Table I-a.'

—

Plant and equipment expenditures by
type of business

TOTAL

[In millions of dollars]
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Supplementary Table I-c.^—Plant and equipment expenditures by type of
business

EQUIPMENT

[In millions of dollars]

Total
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They were obtained by (1) tabulating from the censuses of manufactures the

output of machinery and equipment going into this field (including estimated

allocations of a part of the output of items used also in other fields)
; (2) inter-

polating for intercensal years; (3) adjusting for exports and imports to get the

output going to domestic users; (4) raising the value thus derived to allow for

transportation costs and distributive margins between producer and consumer;

and (5) raising it further to allow for estimated undertabulation and for an esti-

mate of equipment produced within the establishments using it (hence not in-

cluded in the census data). Only machinery and equipment are included which

are customarily charged to capital account by the users. Studies of capital for-

mation by the 'National Bureau of Economic Reserch have been used to facilitate

some steps in the procedure.
Commercial and miscellaneous.—Plant in this case consists of commercial build-

ings, for the construction of which Department of Commerce estimates have been

used. These are derived from data compiled by the F. W. Dodge Corporation.

For machinery and equipment, the estimates have been prepared by Mr. Ter-

borgh, by a procedure identical with that just described in the case of mining and
manufacturing.

Railroads.—Estimates for both plant (way and structures) and equipment have

been based on data compiled by the Association of American Railroads. The
data as published by the association have been adjusted by the subtraction of

land purchases (from I. C. C. reports) and by the addition of an estimate for Class

II and III carriers.

Public utilities.—This classifiication includes electric power, telephones, transit,

gas, pipe lines, telegraphs, and cables. The series used, both for total expenditures

and for the break-down between plant and equipment, are those of the Department
of Commerce, which are in turn based on tabulations by trade associations and
trade journals, as described in the Department's publication. Construction Activity

in the United States, 1915-87,

Agriculture.—The figures are Department of Agriculture estimates for farm

capital expenditures, exclusive of passenger automobiles. It should be observed

that these estimates are now undergoing a thorough revision, which is expected

to be completed shortly. The new estimates will, of course, supersede the ones

used here.

Exhibit No. 548

See note above for Exhibit No. 547.

Exhibit No. 649

For agricultural plant and equipment expenditures see note above for Exhibit

No. 547.

The foreign current balance is derived from The Balance of International

Payments of the United States, Department of Commerce.

Exhibit No. 549

Inventories.—Figures for 1921 to 1933 are derived from data published in

Commodity Flow and Capital Formation, by Simon Kuznets, of the National

Bureau of Economic Research. The published data represent the value in

current dollars of the change in physical inventories (expressed as the total value

of all inventories in 1929 dollars). From these totals were deducted the corre-

sponding figures for inventories in the finance group. Figures for 1934 to 1938 are

estimates. In general, methods similar to those used by Kuznets were adopted

in making these estimates. For 1934 and 1935, Statistics of Income data furnished

the primary basis for the estimates. For 1936 to 1938, the Dun and Bradstreet

Surveys provided the primary source of data.

Exhibit No. 560

HOUSING

Nonfarm..—The estimates used were prepared for the National Bureau of

Economic Research bv D. L. Wickens and R. R. Foster. They relate to projects

started. The 1937 and 1938 estimates are by Mr. Foster. Publicly financed

construction has been deducted.
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Farm.—The series used has been derived from Department of Agriculture
estimates of the value of farm construction, on the assumption that residential
construction constitutes about 47 percent of the total. While this percentage
appears to be supported by the Department's latest findings, the estimates of
total farm construction used here are undergoing revision, and will shortly be
superseded. The series for farm residential construction included in the above
total for housing must be regarded, therefore, as merely provisional.

CONSUMER CREDIT

This series is preliminary and subject to revision. It was worked up by Ralph
Nugent, Russell Sage Foundation.

CONSTRUCTION BY NONPROFIT INSTITUTIONS

In this classification are included privately financed religious, memorial, educa-
tional, social, recreational, medical, and other institutional buildings not operated
for profit. The estimates are those of the Department of Commerce, and were
developed largely from data collected by the F. W. Dodge Corporation.

Exhibit No. 551

NET ADDITION TO DISPOSABLE CASH INCOME OF THE COMMUNITY ATTRIBUTABLE TO
GOVERNMENT

This series attempts to measure the difference between the outlays of public
bodies that add to the community's disposable cash income and the receipts that
represent drafts upon disposable cash income.

The series for the Federal Government was derived by applying adjustments
directly to Treasury receipts and expenditures. The major adjustments were the
elimination of noncash items, the consolidation of the transactions of Government

j trust accounts, corporations, and credit agencies with those of the Treasur}^ proper,
( the elimination of receipt and expenditure items that leave the cash income of

j
the community itnaffected. and the distrubution of lump-sum transactions over

I

the period during which they influence cash income. The series for State and
i local governments was derived by the indirect process of adjusting changes in

I

the gross outstanding debt for changes in trust and sinking-fund holdings and in

the cash balances of these governmental units.

Exhibit No. 552

For mining and manufacturing plant and equipment expenditures see note
above for Exhibit N(». 547. The index of industrial production is that of the
Boardjof Governors of the Federal Reserve System.

Exhibit No. 553

For electric utility expenditures see note above for Exhibit No. 547.
Data on total installed capacity as of December 31 are published in Electric

Power Statistics of the Federal Power Commission. These data were shifted to
January 1 of the following year and expressed in terms of the average for the years
1926 to 1930 to obtain the index of capacity.
Data on total monthly production of electric energy are compiled by the Federal

Power Commission. The January totals of tliese data were expressed in terms
of the average for 1926 to 1930 to obtain the index of output for comparison with
the above index of capacity. The month of January was used in constructing
this index because it is most nearly comparable to the capacity figures in time and
also because it corresponds approximately to the seasonal high for the year.

Exhibit No. 554

Equipment expenditures are for Class I railroads and are compiled by the
Association of American Railroads.
The figures on frieght cars owned are averages of monthly data and also relate

to Class I railroads. They include cars leased to other roads, but not private-line
cars. For the period after 1923, data were compiled by the Association of Ameri-
can Railroads. Figures were estimated for earlier years by reference to Interstate
Commerce Commission data on cars installed and retired.
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Serviceable cars as shown here are the monthly averages of cars owned less

bad-order cars. This latter series includes all cars undergoing or awaiting repairs,

as reported by the Association of American Railroads. Data are for Class I

roads, which account for about 99 percent of all equipment owned by the railroads.

Data on lowest number of surplus cars reported during the year are obtained
from material compiled by the Association of American Railroads. Data cover
Class I railroads and represent a daily average for the last period of the month
(last week through 1932, last half of month thereafter).
Data on the highest week's car loadings are obtained from material compiled

by the Association of American Railroads.

Exhibit No. 556

GROSS NATIONAL INCOME

Figures for 1921 to 1935 are derived from data published in Natioyial Income
and Capital Formation, by Simon Kuznets of the National Bureau of Economic
Research. From the published figures of gross national product was deducted
imputed rents and gross savings of Government, so as to make them comparable
with the "income-producing expenditures" series. Figures for 1936 to 1938,
inclusive, are estimates based on the national income data of the Department of

Commerce.
NET NATIONAL INCOME

Figures for 1921 to 1935 are derived from data published in National Income and
Capital Formation, by Simon Kuznets of the National Bureau of Economic
Research. From the above series of gross national income was deducted (a) total
capital consumption in business use and (b) total capital consumption in resi-

dential use less imputed rents. For 1936 to 1938, these depreciation figures were
estimated from samples, and minor adjustments were made in Kuznets' data for

1934 and 1935.
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Exhibit No. 560

Schedule B.—Funds secured for capital purposes from the sale of stock, all classes

of steam railway companies

[1921-1937]
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Exhibit No. 562

Schedule D.—Funds secured for capital purposes from the sale of

classes of steam, railway companies

(1921-1937)

securities, aU

Years

(1)

1921.

1922.
1923-

1924.

1925.
1926.

1927.

1928.

1929.

1930.

Total, 1921-1930, inclusive.

1931.

1932.

1933.

1934.

1935.

1936.

1937.

Total, 1931-1937, inclusive.

Grand total, 1921-1937, inclusive.

From stock

(2)

1 $S3, 108, 785

77, 726, 077

95, 698, 658
1 41, 218, 157

79, 606, 831
1

5/f, 972, 754
I 74, 417, 831

327, 998, 444

128, 541, 250
1 27, 087, 288

478, 968, 445

1 74, 470, 133
i S3, 092, 673

116, 837, 294
1 135, 810, 326

1 37, 257, 377

93, 489, 767

me, 636, 255

362, 332, 190

From funded
debt

(3)

$106, 256, 834

115, 061, 854

438, 527, 259

429, 548, 552
1 893, 348, 891

98, 207, 406
1 26, 657, 204
50, 097, 873

109, 271, 123

419, 460, 374

1, 650, 525, 180

1 30,390,396
33, 620, 963

1131,914,379
145, 556, 551

1 134, 474, 299

34, 816, 003

7, 604, 000

Total

(4)

$73,

192,

534,

388,

^9,

43,
1 100,

378,

237,

392,

150, 049
987,931
225, 917
330, 395

742, 060
234, 652
975, 035

096, 317

812, 373

373, 086

2, 129, 493, 625

1 104, 860, 529
1 19, 471, 610
1 15,077,085

9, 746. 225

U71,731, 67

6

128, 305, 770
1 18,728,907

1 75, 181, 657

1, 575, 343, 623

1 191, 817, SIS

1,937,67.5,813

Column 2= Columns 7, schedule B.
Column 3 = Column 8, schedule C.

' Decrease.

Exhibit No. 563

Schedule E.—Sujnmary of Funds Available for Capital Fui

(1921-1937)

Years

(1)

1921.
1922.
1923.
1924.
1925.
1926.
1927.
1928.
1929.
1930.

Total 1921-1930,
inclusive

1931.

1932.
1933.

From income

'

From decreases
in working
capital 1

From securities 2 Total

Amount

(2)

$451,

462,

595,

552,

701,

743,

544,

767,

822,

361,

Per-
cent

(3)

Amount

(4)

68. 69 $132, 726, 286
70.54'

52, 72'

58.73
93.69
87.23
99.17
67.00
70.42
43.01

56, 993, 632
65,612,612

105, 522, 735

107, 622, 590

86, 619, 391

600, 342, 567 69.10 555. 097, 246

59.039.9341 28 34

32,144,944; 31.71
212,179,688 93. 97i

1934 ...I 153,828,545 94.04

1935 235,041,598'371.26
' 73.79
93.48

Per-
cent

(5)

20.18

7.61
7.70
19.22

9.22
10.31

6.39

254, 138, 451

88, 700, 529

28, 698, 325

1936 361,246,695

1937 348,931,778

Total. 1931-1937,

inclusive 1,402,413,182

Grand total 1921-

1937, inclusive. . 7, 405, 834, •49

6.29

43, 083, 041

414, 620, 346

71.81 969,717,592

122.00
87.50
12.71

11.54

Amount

(6)

$73,

192,

534,

388,
3 9,

43,

2 100,

378,

237,

392,

150,049
987, 931

225, 917
330, 395
742, 060
234, 652
975, 035
096,317
812, 373

373, 086

Per-
cent

(7)

2, 129,493,625 24.51

1L13
29.46
47.28
41,27
i 1.30
5.07

s 18. 39
33.00
20.36
46.68

i 104,860,529 i 50.34
3 19,471,610\ 3 19.21
i 15,077,085 3 6.68

9, 746, 225
3 171,731,676
128, 305, 770
3 18,728,907

5
3 271.26

26.21
3 5.

9.40

3 191,817,8131 3 ;/.

Per-
cent

Amount

(8) (9)

$657, 621,

655, 098,

1,129,807,
940, 965,

749, 074,

852,319
549, 097

1,145,718
1, 167, 858

840, 451

826 100. 00-

614 100.00

326 100.00

260 liW. 00
506 100.00
064 '100. 00
910'l00.00
165' 100. 00
6591 100. 00
108' 100. 00

8, 688,012,4381 100. 00

208, 317, 856! 100. 00
101,373,863^100.00
225,800,9281100.00
163,574,770! 100. 00

63, 309,922' KM. 00

489, 552, 465 KXl 00

373, 285, 912 100. 00

1,625.215.716 100.00

1,937,675,813 18.79 10,313, 228, 154j 100. 00

Column 2= Column 10 of schedule .\.
* ,• k-i-*- =. „^^ to.,r UQV,;i;tio<i

Column 4 = Decrease during the year. Current assets less sum of current liabilities and tax liaBiUties

after deducting "Interest matured unpaid" and "Funded debt matured unpaid.'

Column 6=Column 4 of schedule D.

1 Class I and their lessor companies. ' All classes of steam railway companies. « Decrease.
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Exhibit No. 564

4023

Schedule G.—Expenditures for maintenance, class I railways (excluding deprecia-
tion and retirements)

(1921-1937)

Year

(1)
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Exhibit No. 567

Schedule H—Supplement.—Changes in investment in road and equipment of
class J roads and their lessor companies—years 1921 to 19S7, inclusive
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"Exhibit No. 570" appears in text on p. 3653

Exhibit No. 571

Question 8

GENERAL MOTORS CORPORATION AND SUBSIDIARY COMPANIES-
SUMMARY OF PRINCIPAL PRODUCTS CURRENTLY SOLD

AUTOMOTIVE PRODUCTS

Passenger Cars Manufactured in the United States

Chevrolet—in two series: the Master "85" Six with 6 body types; the Master De
Luxe Six with 7 body types.

Pontine—in three series: tlie De Luxe 115 Six with 5 body types; the De Luxe
120 Six with 5 body types; and the De Luxe Eight with 5 body types.

Oldstnobile—in three series: the Six-60 with 4 body types; the Six-70 with 5 body
types; and the Eight-80 with 5 body types.

Buick—in four series : the Special 40 with 6 body types : the Century 60 with 5 body
types; the Roadmaster 80 with 5 body types; and the Limited 90 with 3 body
types.

La Salle 50 V-8—with 5 bodv types.
Cadillac—in four series: the "61" V-8 with 4 bodv tvpes; the Special "60" V-8 in

one body type; the Fleetwood "75" V-8 with 14 body types; and the "90"

V-16 with 12 body types.

Passenger cars manufactured in Canada

Chevrolet, Pontiac, Oldsmobile, and McLaughlin-Buick cars are manufactured in

Canada by General Motors, of Canada, Ltd. (La Salle and Cadillac cars are
sold in Canada through the Cadillac Motor Car Co. of Canada, Ltd.).

Note. —All of the above General Motors passenger cars are equipped with bodies
manufactured by Fisher Body Division of General Motors Corporation.

Passenger cars manufact'iired in overseas markets

Opel—completely manufactured in Germany in five series: the Kadett Standard
Four; the Kadett De Luxe Four; the Olympia Four; the Kapitan Six; and the
Admiral Six.

Vauxhall—completelv manufactured in the British Isles in four series: 10 H. P.

Four; 12 H. P. Four; 14 H. P. Six; and 25 H. P. Six.

In addition, Chevrolet, Pontiac, Oldsmobile, Buick, La Salle, and Cadillac cars

are sold in overseas maiJ^ets through foreign subsidiaries of General Motors
Corporation. Assembly operations are also carried on by certain of these
foreign subsidiaries.

Commercial vehicles manufactured in the United States

Chevrolet Commercial Cars and Trucks—includes a line of H-ton, %-ton and IJ^-

ton models with commercial bodies produced by Chevrolet Commercial Body
Division.

General Cabs, General Motors Trucks and Trailers, and Yellow Coaches—manu-
factured by Yellow Truck & Coach Manufacturing Company (General Motors
Truck and Coach Division), a subsidiary of General Motors Corporation.

Commercial vehicles manufactured in Canada

Chevrolet commercial cars and trucks, Maple Leaf trucks and General Motors
trucks are manufactured in Canada by General Motors of Canada, Ltd.

Commercial vehicles manufactured in overseas markets

Opel Commercial Cars and Blitz Trucks—completely manufactured in Germany by
Adam Opel A. G.

Bedford Comm„ercial Cars and Trucks—completely manufactured in the British

Isles bv Vauxhall Motors Ltd.
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In addition, Chevrolet commercial cars and trucks, General Motors trucks and
Yellow coaches are sold in overseas markets through foreign subsidiaries of
General Motors Corj^oration.

Parts and accessories

The essential parts of the automobile, including engines, transmissions, axles, and
suspension parts, are made in the plants of the Car Divisions of General Motors
Corporation, but certain important accessories and parts are manufactured in
separate accessory divisions for the Car Divisions, and for sale to outside
manufacturers, as follows:

Air Pressure Gauges
Air Cleaners
Ammeters
Batteries
Bearings, Ball
Bearings, Copper Lead
Bearings, Babbitt
Bearings, Roller
Bearings, Oil Impregnated Porous Metal
and Rolled Bronze

Brake Equipment, Hydraulic—for G.
M. cars

Brake Hose, Hydraulic
Bumper Guards
Cable Sets, Ignition
Cables, Battery
Carburetor Intake Silencers
Castings, Malleable Iron
Choke Controls, Automatic and Manual
Coils with Ignition Locks
Crankcase Breather Air Cleaners
Directional Signals
Drag Links
Drop Forgings
Fender Lamps
Fog Lamps
Gasoline Gauges
Gasoline Strainers
Generators, Electric
Gum Solvent Injectors and Fluid
Hardware accessories and interior trim
—for automobile bodies and chassis,

including handles, hinges, radiator
emblems, radiator grilles, ventilators,
window regulators, molding, ash re-

ceivers, seat adjustors, robe rails and
bright metal trim

Head Lamps
Head Lamp Aiming and Testing Equip-
ment

Heaters, Hot Water
Horn Buttons
Horns
Hub Caps
Ignition Systems
Indicators—for recording mileage
Instrument Panels
Locker Doors
Locking Devices

Motor Mountings, Rubber
Oil Bath Air Cleaners
Oil Filters

Oil Pressure Gauges
Oil Temperature Regulators
Pumps, Fuel and Vacuum, and Com-

bination
Radiators
Radios, Automobile
Radio Antennae, Automobile
Radio Controls
Radio Spark Plugs
Radio Vibrators—for "B" Power Sup-

ply
Radio Wiring Assemblies
Reflex Units—for automobiles, truck
and busses

Running Boards and Mats, Metal

—

Rubber
Shafts and Cables, Flexible
Shock Absorbers, Hydraulic
Shop Lights, Portable
Spark Advance Controls
Spark Plugs
Spark Plug .Cleaning and Adjusting
Equipment

Spark Plug Testers
Speedometers
Spring Eye Bushings
Springs, Coiled and Flat—for engine

valves, clutches, etc.

Starters and Controls, Electric
Steering Gears
Steering Wheels
Switches
Tachometers
Tail Lamps
Thermo Gauges
Thermostats
Throttle Controls
Tie Rods
Universal Joints
Voltage Regulators
Weatherstrips and
Rubber

Windshield Wipers,
Wires and Cables
Wiring Assemblies
Wiring Harnesses

Windsliield Strips,

Mechanical
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NON-AUTOMOTIVE PRODUCTS

Refrigeration and kitchen equipment

The following equipment is sold throughout the world under the trade name
Frigidaire:

Electric refrigerators, refrigerator units Electric water heaters

and equipment Tfor household and Beverage and Water Coolers
commercial use. Ice Cream Cabinets

Electric ranges Milk Cooling Equipment

Air conditionirig and heating equipment

Air conditioning units (Frigidaire)

Attic ventilators
Automatic coal stokers for home use
Conversion oil burners (Delco-Heat)

Heating plants (Delco-Heat)
Oil or gas fired heaters (Delco-Heat)
Oil or gas fired conditionaires (Delco-

Heat)

Lighting equipment and other household appliances

Electric fans Electric water pumps and systems
Electric light and power plants (Deico- Vacuum cleaners

Light)

Engines and locomotives

Airplane engines—liquid cooled, v-type.
Diesel engines for commercial vehicles, marine and stationary use, and railroads.

Diesel locomotives for main line and switching service and Diesel power plants

for streamlined trains.

Miscellaneous

Beverage Recording Indicators

Bicycle Coaster Brakes and Sundries

Cabinet Lids, Ice Cream
Cords, Flexible Electric

Die Castings; Die Cast Machines
Die Castings, Small Precision

Heat Exchangers and Radiators—for

cooling gasoline engines, oil engines
and electric generators

Ice Trays, Rubber and Metal
Lubricating Surface, Dry (Inlube)
Motors and Blowers, Small Electric

Motors, Electric—for industrial use

Motors, Electric—for refrigerators, meat
slicers, pumps, washing machines,
ironing machines, oil burners, and air

conditioning equipment
Pistons—for Diesel engines
Power Transportation Units, Infinitely

Variable—adapted to electric motor
drives

Rubber Moulded Products, Hard and
Soft

Rubber Cement
Springs, Coiled and Flat—for refrigera-

tion unit mountings, door latches, etc.

Stampings
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Exhibit No. 575

Terborgh's estimates of business gross capital formation {excluding inventories)
1921-1938

[Millions of dollars]

Year

Construction

Amount % of

Total

Durable Goods

Amount % of

Total

Total (Busi-
ness Gross
Capital

Formation
Excluding

Inventories)

1921.

1922.

1923.

1924.

1925.

1926
1927.

1928
1929
1930
1931
1932
1933
1934
1935
1936
1937
1938

2,344
2,536
3,137
3,183
3,456
4,031
3,960
3,942
4,365
3,683
2,166
1,188
874

1,102
1,245
1,628
2,175
1,816

46.0
44.8
40.4
42.2
42.8
45.1
46.0
45.1
43.5
44.3
42.1
41.9
35.9
31.9
28.4
27.2
28.9
33.2

2,751
3,130
4,628
4,359
4,613
4,903
4,649
4,807
5,680
4,624
2,979
1,646
1,559
2,357
3,145
4,367
5,341
3,646

54.0
55.2
59.6
57.8
57.2
54.9
54.0
54.9
56.5
55.7
57.9
58.1
64.1
68.1
71.6
72.8
71.1
66.8

5,095
5,666
7,765
7,542
8,069
8,934
8,609
8,749

10, 045
8,307
5,145
2,834
2,433
3,459
4,390
5,995
7,516

1 5, 462

» Preliminary.

Source: Statement by Dr. Lauchlin Currie before Temporary National Economic Committee, May
16, 1939. Data prepared by George A. Terborgh, Board of Governors of the Federal Reserve System.

Exhibit No. 576

Business gross capital formation, capital consumption, and net capital formation
{excluding inventories), 1919-1937

[Millions of dollars]
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Exhibit No. 577

4037

Estimated business expenditures for new durable goods {excluding inventories) and
business depreciation and depletion allowances, 1920-1937

[Millions of dollars]

Year
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Exhibit No. 579

Indexes of prices of business capital goods, 1920-1937

Year
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Exhibit No. 581

4039

Bitsines!^ savings for all nonfinancial enterprises, capital gains and capital losses for
all nonfinancial corporations, and adjusted business savings for all nonfinancial
enterprises, 1922-1937

[Millions of dollars]

Year
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Exhibit No. 583

Undistributed profits, depreciatio7i, and depletion of net income nonfinancial corpora-
tions, 1923-1935

[Millions of dollars]
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Exhibit No. 585

[Chart based on following statistical data appears in text on p. 3683]

4041

Compiled net profits, after cash dividends, plus depreciation and depletion, by income
and no net income nonfinancial corporations, 1923-1936

[Millions of dollars]
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Exhibit No. 588

Chmigcs in assets and liahilities of all non-financial corporations, 1927-1936

[ATillions of dollars]

Changes in Year
Ending Dec.'.31

1927
1928
1929.

1930
1931
1932
1933
1934
1935
193G

Changes in Year
Ending Dee. 31

1927.

1928
1929.

1930
1931
1932
1933
1934
1935
1936

Cash

-fl05

-f544
+226
-95

-1,310
-158
-353
+275
+420
+551

Notes and
Accounts
Receivable

+1, 067

+2, 947
+906

-2,164
-3, 051

-2, 550
-316

+2, 289
-1,086'

+388

Invest-

Inventories ments: Tax
Exempt

+137
+914

-2, 681

-3, 418
-2, 670

+1, 237
+719
+501

+1, 841

+257
+298
-468
-343
-7

+125
+106
-296
-416
-87

Invest-
ments:
Other

+21, 824
+7. 462
-4, 531

+2, 662
-2, 730
-1, 199
-396

-1.719

Capital
Assets

+5,600
+3, 268

+5, 665

+3, 575
-4, 537
-3, 746
-2,673
-3,183
-903
+475

Total
.\ssets

+11,898
+6, 901

+ 13,528
-1,087
-18,513
-6, 124

-6, 598
-2,265
-2,064
+668

Notes and
Accounts
Payable

Bonded
Debt

+587
+1, 766

+1,086
-1.569
-2. 941

-1,352
-400

+4. 452
-805
+582

+ 11,632
+6. 147

+1, 668

+2, 695
-2, 102

+814
-684

-2, 239

+1, 793
-469

Other
Liabilities

-9, 512
-6,567
+2, 035
-1,186
-2, 433
+611

-1,328
-122
+32

+1,428

Canital
Stock:

Preferred

+324
+193
+261
-666
+325
+187
-454

-2, 750
-791
-60

Capital
Stock:
Common

+4,902
+1, 326
+3,640
+917

+4,825
+339

-3, 399
+958

-2, 251
-1,489

Other
Assets

-H,947
-295

-15,539
-6 842
-1,654
+208

-1,867
-870
-185
-780

Surplus

+3, 966
+4,034
+4, 8i2
-1,282
-6, 537
-6, 722
-331

-2, 566
-42
+677

Source: Compiled from Statistics of Interne.

Exhibit No. 589

Inventory revaluations, 1919-1935, of all business enterprises, excluding farms

[Millions of dollars]
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Exhibit No. 590

Inventory revaluations, 1919-1933, of all business enterprises, excluding farm and
security inventory revaluations

[Millions of dollars]
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Coverage of the samples

[In millions of dollars]

4045

Companies
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Exhibit No. 596

Adjiisted undistributed profits plus depreciation and depletion allowances for corpora'
lions with assets of less than $50,000—1931-1935

[Millions of dollars]

Year

1931.
1932.

1933.
1934.

1935.

(1)

Undistributed
Profits plus
Depreciation
and Deple-

tion

-349
-513
-295
-226
-125

(2)

Estimated
Omission
from (1)

-257
-67
-44

(3)

Adjusted Un-
distributed
Profits plus
Depreciation
and Depletion

(1) plus (2)

-627
-793
-552
-293
-169

Note.—The totals in Column (1) are the compiled net profits or losses, minus income and excess profits
paid, minus cash dividends paid, plus depreciation and depletion. Column (1) is undistributed profits

plus depreciation and depletion for those corporations having less than $50,900 in assets which filed balance
sheets with their income tax returns. There are, however, corporations which file income tax returns
without balance sheets. It has been considered probable that these corporations have less than $50,000 of

assets. In order, therefore, to include these corporations in the group of corporations having less than
$50,000 in assets, the difference between the totals of undistributed profits plus depreciation and depletion
of all reporting corporations, and for all corporations filing balance sheets with their returns has been com-
puted and tabulated in Column (2).

Source: Statistics of Income.

Exhibit No. 597
Chairman, Board of Directors

United States Steel Corporation,
71 Broadway, New York, May 19, 1939.

Honorable Joseph C. O'Mahoney,
Chairman, Temporary National Economic Committee,

Senate Office Building, Washington, D. C.

Mt Dear Senator O'Mahoney: At the conclusion of my testimony before the
Temporary National Economic Committee on May 17th you inquired: "What is

the effect, or what has been the effect, of modernization upon the number of em-
ployees who work for wages?" The answer to that question was not as full and
complete as it should have been to tell the true story.

Although labor-saving machines, where introduced in the Corporation's plants,

do displace hand labor and turn out more product per hour with a smaller number
of operators than was formerly the case, the fact is that the installation of labor-

saving machinery has not resulted in a reduction of the number of employees as a

whole. At corresponding rates of operation the subsidiaries of the Steel Corpora-
tion are employing more men at higher rates of pay and with shorter hours of work
than ever before in its history. For example, in 1929, when the Corporation
produced over 15,000,000 tons of rolled and finished steel products, it employed
253,138 men whose average earnings were $31.69, the average number of hours
worked being 46 hours per week; in 1937, when production was less than 13,000,000
tons, the Corporation employed 261,293 men whose average earnings were $32.51,
the average number of hours worked being 38 hours per week.
The explanation of the increase in the number of employees is that hours of

labor have been shortened and adaptation of the product to consumer require-

ments has necessitated further processing with additional man-hours of work.
Furthermore, rates of pav have been increased and much of the verj' arduous hand
labor formerly involved has been shifted to the machine, witli the net result that

at comparable output a larger number of employees now enjoy better working
conditions and higher earnings than before.

This does not take into account the indirect increases in general employment
both in the manufacture of new equipment and in the subsequent processing of

the improved steel products, which have in fact opened up many new fields and
extended old fields of employment.
Many of the products manufactured by the former methods could not be sold

today in competition with the superior products now made.
In view of the incompleteness of the answer to your question, I respectfully

request that this letter may be read into, and made part of, the record.

Very truly yours,
E. R. Stettinius, Jr.

'Exhibit No. 598" appears in the appendix to Hearings, Part V, p. 2299
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Exhibit No. 599

FLOW OF MONEY INCOME
AND EXPENDITURE

INCOME FROM INTEREST INCOME FROM PERSONAL SERVICE

DIVIDENDS AND PROFITS

NET INCOME FROM

fRENTS a ROYALTIES

.^iIIl

INDIVIDUAL INCOMES

SREAL estate]
toOPERATIONi

JM
fPRODUCflON^rf
iDISTRIBUTIONi
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GOVERNMENTAL^
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"Exhibit No. 600" appears in text facing p. 3727

Exhibit No. 601

[Charts based on following data, "Exhibits Nos. 601 and 602." appear in text on pp. 3735 and 3738]

Assets of principal savings institutions in United States, 1920-1938

fAmounts in millions of dollars]

Year

Life In-
surance
Assets '

(1)

1920
1921
1922
1923.

1924
1925
1926
1927
1928
1929
1930
1931.

1932
1933
1934.

1935.

1936.

1937.

1938.

7,646
8,263
8,992
9,945

10, 950
12, 166
13,600
15, 152

16, 785
18, 316
19, 762
21, 055
21, 636
21, 802
22,805
24,210
25, 913
27, 347
28,775

Commer-
cial

Banks,
Time

Deposits

(2)

10, 005
10,883
11,717
13, 391

14, 399
15, 884
17, 070
17, 936
19, 626
19, 187

19, 125

17, 880
13, 559
10, 389
11,2.55

12, 357
13, 250
14, 193

14, 359

Mutual
Savings
Banks
Assets

(3)

6,619
6,040
6,352
6,905
7,365
7,913
8,422
9,011
9,688

10, 006
10, 295
11, 192
11, 134
10, 967
11,065
11,173
11.409
11,645
11,572

Building
& Loan
Associa-

tion
Assets

(4)

2,534
2,891
3,343
3,943
4,766
5,509
6,334
7,156
8,016
8,695
8,824
8,412
7,745
6,972
6,445
6,884
5,620
5,706
5,712

Govern-
mental
Pension
& Trust
Funds

(5)

246
336
444
559
679
830
993

1,174
1,420
1,675
1,929
2,179
2,418
2,671
2,918
3,208
3,574
5,025
6,169

Postal
Sav-
ings

(6)

157
152
138

132
133

132
134
147
152
154

175

347
785
,187
,198
,205
,232
,268
,252

Baby
Bonds

(7)

62
316
800

1,238

Total

26,207
28,664
30, 980
34, 875
38, 302
42, 434
46, 563

50, 676
55, 687
58, 033
60, 110
61, 065
57, 277
53, 988
66, 686
58, 099
61,314
65, 984
69, 077

Annual
Increases
or De-

creases in

the Total

-f 2, 357

+2,425
-f3,88{
+3,427
+4, 135

+4, 11£

+4,023
+5, 111

+2,34€
+2, 007

+95£
-3,788
-3,288
+ 1,688

+2, 413

+3, 215

+4. 67C

+3, 093

' Including fraternal associations.

Sources: (1), (2) (3), (4), (6) Statistical Abstract of the United States. (5) Data for 1937 from a studymade by the U. S. Treasury Department. Data for other years estimated. (7) Annual Reports of the
Secretary of the Treasury.

'Exhibit No. 602" appears in text on p. 3738

Exhibit No. 603

The Cleveland Trust Company Business Bulletin

LIFE insurance

Americans appear to have been changing their ideas about life insurance during
the past six 3^ears. For many years prior to 1932 we have been spending steadily
increasing proportions of our national income for ordinary, individual insurance
policies, but since 1932 those expenditures have been rapidly decreasing. They
have been getting smaller year by year as proportions of our national income, and
even in actual totals of dollars. Some of these changes are illustrated in the
diagram at the foot of this page.
The heavy solid line represents for the 20 years since 1919 the totals of new

ordinary life insurance written in this country. The amounts are in billions of
dollars. They were nearly six billions in 1919, and increased to over 11 billions
in 1929. Then they declined to less than seven billions in 1933, increased to 1937,
and fell to just over six billions in 193S. Just below the heavy solid line there is a
dashed line representing national income. The unit for this line is 10 billion
dollars, so that it indicates that national income in 1919 was about 60 billions,
and that it increased to nearly 80 billions by 1929. In 1937 it was over 69 billions
and in 1938 almost 65 billions.

The uppermost line in the diagram represents the percentages that the amounts
of new ordinary life insurance written each year were of the national income in each
year. In 1919 the new insurance written was almost 10 percent as great as the
national income. The percentage relationship increased almost steadily to 1929
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when it was over 14 percent. Then the great depression began, but people
continued to devote increasing proportions of their incomes to the purchase of hfe
insurance, and by 1932 the new ordinary insurance written was 15.4 percent as
great as our national income in that year.
An important change got under way in 1933, and it has continued ever since.

From 1932 to 1938 the new insurance written has fallen from being equal to 15.4
percent of our national income to the low level reached last year, when it was only
9.4 percent of the income. Measured in terms of the relationship to national in-
come the decline from 15.4 to 9.4 is a fall of approximately 40 percent in six years.
Even measured in dollars the amount written last year is smaller than that of any
year since 1921.

Representatives of life-insurance companies offer two chief explanations of these
developments. One is that people have too little faith in the future value of the
dollar to be willing to make present sacrifices in return for payments which will be
received many years hence. The other explanation is that people consider present
thrift unnecessary because they think the government will always take care of
everybody through social security and relief payments.

NEW LIFE
AND NATIONA

INSURANCE
L INCOME

Exhibit No. 604

[From N. Y. Herald Tribune, April 6, 1939]

The Eclipse of Saving

It is a commonplace that the last five or six years have witnessed a marked
decline in the spirit of thrift in this country, but few persons, probably, realize
the extent of this changed public attitude toward saving. For those who are
only vaguely aware of the existence of the phenomenon there is food for study and
thought in the current issue of the Cleveland Trust Company Bulletin, which
brings out graphically the extent of the recent contraction in the volume of new
life insurance.

In the decade, 1919-29, this article by Col. Leonard P. Ayres shows, the volume
of new ordinary insurance written showed a steady increase, which carried it

from slightly less than $6 billions to over 1 1 billions. When the national income,
which in that period had climbed from $60 billions to a little more than 80 billions,

turned downward in 1929 the volume of new insurance did likewise, falling to less

than $7 billions in 1933. This was, of course, more or less to have been expected.
What could not well have been foreseen in 1933, however, was that in the next
five years, while the national income was expanding from less than $50 billions to
between 65 and 69 billions, the volume of new insurance would show an actual
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decline. For 1938 it had fallen to $6 billions, or a billion dollars under the depres-
sion low reached in 1933. This was the smallest dollar total since 1921. When
the dollar figures are translated into percentage of national income the result is

even more striking. For the period 1929-32 the average ratio of new insurance
to the national income was 15.4 percent; by 1938 it had fallen to 9.4 percent, a
drop of approximately 40 percent.

It should be observed in passing, perhaps, that these figures do not necessarily
reflect a decline in the popularity of insurance as against other forms of savings.
We find much the same situation when we turn to the savings banks. Deposits
for all mutual savings banks in the country show a rise, it is true, between 1933
and 1938 from $9.7 billions to 10.3 billions, in round figures. But these totals

include interest accumulations, as well as new deposits. When the interest

increment is allowed for it is found that in spite of the growth of population and
in spite of the increase in the national income savings have shown a very sub-
stantial decline for this period.
What are the reasons for this changed attitude toward thrift? Col. Ayres

goes into that, too. He has canvassed life insurance representatives, and has
found that they offer two explanations: One is that "people have too little faith in

the value of the dollar to make present sacrifices in return for payments due
many years hence;" the other is that "people consider present thrift unnecessary
because they think the government will take care of them through social security
and relief payments." A third reason, if we may hazard it, has been the rise in

favor at Washington in the last few years of a number of young economists who
not only have preached the gospel that saving—-whether private or public—is a
vice but have even contrived to write this philosophy into the laws of the land.

Exhibit No. 605

The Eclipse of Saving

tresident of a life insurance company doubts accuracy of col. ayres's
conclusions

To the Neiv York Herald Tribune:

In the light of your editorial The Eclipse of Saving, I would point out that
some of us believe that Col. Ayres has reached conclusions which quite distort

the true picture. He limits his investigation to new insurance and relates it to
the national income. Estimating the figures from his chart, we reach the follow-
ing conclusions:
The face amount of new ordinary insurance issued in 1919 represented 9.8

percent of the national income in that year. Following 1919 there was, generally
speaking, a rising trend which carried the figure to 14.2 percent in 1929. By
1937 the percentage had declined to 10.4 percent and in 1938 to 9.4 percent.
This would, indeed, seem to indicate a decline in the appreciation of life insurance
to a point actually below that of nearly twenty years ago. In our judgment this

conclusion is quite misleading.
Life insurance differs from most other things purchased by the public in that

almost all of it requires the payment year after year of renewal premiums if the
insurance is to remain in force. As national income falls, the margins of income
available for savings decline sharply and policyholders find difficulty in maintain-
ing the insurance they already have in force. Under such conditions a measure'
of their confidence in the institution of life insurance would more properly be the
relation to national income of the total amount of pnniimns being paid to life-

insurance companies.
In obtaining figures on the proposed basis we are not able to separate ordinary

life-insurance premiums from those paid ©n group and industrial insurance.
Accordingly, we have taken total insurance premium income (excluding annuities),

less dividends paid to policyholders, and related the net to national income.
The latest figures for premium income are for 1937. In 1919 we find that pre-

mium income amounted to 1.7 percent of national income. In 1929 and 1937 the
figures were 3.5 and 4.2 itercent, respectively. These figures tell an entirely

different story from the onts Col. Ayres has derived and are, we believe, a much
more reliable guide to the facts. In actual dollars the amounts of net life-insurance

premiums for the three years are 1.02, 2.74, and 2.92 billions, respectively.

Speaking of inflation as a deterrent to the purchase of life insurance, it is inter-

esting to note that commencing 1933 there was a noticeable increase in the
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uying of annuities. In 1934 the $414,000,000 of new annuity premiums were

lore than double the 1932 figure, and the high level was maintained through

937, despite the raising of annuity premiums and the restrictions adopted by

ie-insurance companies to prevent policyholders from giving the companies

uge sums which could not be handled satisfactorily because of the decline in the

Qterest rates on new investments. Such fear of inflation as may have resulted

rom the fiscal policies of the government has not become evident in life-insurance

>remium receipts.

One point should be mentioned in passing. Col. Ayres's figures reached a

eak in 1932. The figures based upon total premiums paid show the same
:eneral tendency. Conclusions based upon either phenomenon must be drawn
i-ith great caution. In the depths of the depression much new insurance was
aken out upon the surrender of existing insurance and the new premiums were

)aid out of the proceeds of the surrender. Furthermore, a large amount of existing

nsurance was maintained in force by borrowing against cash values. Hence an

i,ppreciable, but still unknown, proportion of the new insurance issued and of

otal premium income did not represent actual new money paid b}- policyholders

)ut represented what were in essence bookkeeping entries.

When all the facts are taken into consideration, I think it will be found that

he confidence in life insurance is close to an all-time high. Should the national

ncome reach the much-desired level of $80,000,000,000 on a price-level basis

lomparable with the present, people will have greatly increased margins for

avings and I anticipate a large increase in the sale of new life insurance.

M. A. Linton,
President, Provident Mutual Life Insurance Co. of Philadelphia.

Philadelphia, April 12, 1939.

Exhibit No. 606

Premium income, total income, and adjusted increase in the assets of all life-insurance

companies, in relation to national income, 1920-1937

Year
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Exhibit No. 607

[Chart based on following statistical data appears in text on p. 3746]

Loans and investments of all member banks of the Federal Reserve System
1921-1938

[Amounts in billions of dollars]

Year

1921.
1922.
1923.
1924.
1935.

1926.
1927.
1928.
1929.

1930.
1931.

1932.
1933.
1934.
1935.

1936.
1937.
1938..

Short time loans

1921
1922
1923
1924
1925
1926
1927
1928
1929.

1930.

1931.

1932.

1933.

1034.

1935.

1936.
1937.
1938.

Com-
mercial
Loans

12, 584
11,233
12, 051
11,874
11,598
12, 089
11,856
12, 167

12, 735
11,632
10, 265
8,123
5,782
5.568
5,553
5,993
7,414
7,008

Security
Loans

4,400
4,500
4,900
5,350
6.718
7,321
8,156
9,068
9,759

10, 426
8,334
5,570
4,705
4,599
4,098
4,208
4,365
3,315

Subtotal

16, 984
15, 733
16, 951
17,224
18,316
19,410
20,012
21, 235
22, 494
22, 058
18, 599
13, 693
10, 487
10, 167
9.651

10, 201

11, 779
10, 323

Investments

Eeal
Estate
Loans

1,135
1,432
1,749
1,980
2,339
2,650
2,926
3,068
3, 164
3,155
3,218
2,893
2,372
2,356
2,278
2,340
2,505
2,613

Invest-
ments in
Other

Securities

3,441
3,812
3,922
4,387
5,082
5,378
6.022
6,534
5,898
6,380
6,763
5,786
5,041
5,515
6,985
7,995
5, 765
5,440

Invest-
ments in all

U. S. Gov-
ernment

Obligations

PERCENTAGES OF GRAND TOTAL

52.2
46.5
45.6
43.7
39.3
.38.8

36.2
34.7
35.7
32.6
30.2
29.0
23.3
20.5
19.3
18.6
22. 7

22.8

18.2
18.6
18.5
19.7
22.8
23.5
24.9
25.9
27.3
29.3
24.6
19.9
19.0
16.9
14.2
13.0
13.3
10.8

70.4
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Exhibit No. 608

[Chart based on following statistical data appears in text on p. 3752]

4057

[ssets of life-insurance companies—Admitted assets of the 16 largest hfe-msurarice

companies in comparison with the admitted assets of all 308 companies reporting

as of December 31, 1937—Arranged according to size of admitted assets to show

extent of the concentration control in a few companies

Company- Home office

letropolitan Life

'rudential Ins. Co
Jew York Life

Equitable Life Assurance Society

.

Mutual Life. -

Subtotal.

lorthwestern Mutual
?ravelers Ins. Co
ohn nancock Mutual Life.

'enn Mutual Life

vlutual Benefit Life

Massachusetts Mutual
^etna Life
^ew England Mutual
Jnion Central
Provident Mutual
onnecticut Mutual

New York
Newark, N. J.
New York
New York
New York

Subtotal

-

Milwaukee, Vis

Hartford, Conn
Boston, Mass
Philadelphia, Pa
Newark, N. J
Springfield, Mass...
Hartford, Conn
Boston, Mass
Cincinnati, Ohio
Philadelphia, Pa
Hartford, Conn

Admitted assets

In mil-
lions of

dollars

4,720
3,584
2,520
2,106
1,349

14,279

Total of 16 largest companies
A.11 other companies (292 companies).

Grand total (308 companies)

.

1,178
914
855
668
646
610
577
402
359
331
312

As a per-

cent of the
total of 308
companies
reporting

18.0
13.7
9.6
8.0
5.1

54.4

6,852

21, 131

5,118

26, 249

4.5
3.5
3.3
2.5
2.5
2.3
2.2
1.5
1.4

1.3
1.2

As a cumu-
lative per-

centage of

the total

308
companies
reporting

18.0
31.7
41.3
49.3
54.4

26.2

80.6
19.4

100.0

58.9
62.4
65.7
68.2
70.7
73.0
75.2
76.7
78.1
79.4
80.6

80.8
19.4

100.0

Source: The Spectator Insurance Year Book, 1938.

Assets of life insurance companies—Admitted assets of the 2b largest life msurarice

companies in comparison with the admitted assets of all 308 companies reporting

as of December 31, 1937. Arranged according to location of home office to show

extent of the geographical concentration of control

Region

New York City and Newark, N. J.:

Metropolitan Life
Prudential Ins. Co. (Newark, N. J.).

New York Life
Equitable Life Assurance Society

—

Mutual Life
Mutual Benefit Life (Newark, N. J.)

Subtotal

Admitted assets
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Assets of life insurance companies—Admitted assets of the 25 largest life insurance

companies in comparison with the admitted assets of all 308 companies reporting

as of December 31, 1937. Arranged according to location of home office to show
extent of the geographical concentration of control—Continued

Region

Admitted assets

In minions
of dollars

As a per-
cent of the
total of the
30S com-
panies

reporting

New England:
Travelers Ins. Co
John Hancock Mutual Life
Massachusetts Mutual
Aetna Life
New England Mutual
Connecticut Mutual
Connecticut General
Phoenix Mutual
National Life
State Mutual

Subtotal

Pennsylvania:
Penn Mutual Life
Provident Mutual

Subtotal

Ohio and Indiana:
Union Central
Western & Southern
Lincoln National

Subtotal

California, Iowa, and Wisconsin:
Northwestern Mutual (Wisconsin)
Pacific Mutual (California)
Bankers Life (Iowa)
Equitable Life (Iowa)

Subtotal

Total (25 largest)

All others (283 companies wherever located)

Grand total, 308 companies

914
855
610
577
402
312
227
223
196
176

26, 249

3.5
3.3
2.3
2.2
1.5
1.2
0.9
0.85
0.75
0.7

4,492
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Exhibit No. 609

[Chart based on following statistical data appears in text on p. 3759]

4059

Mutual savings banks in the United States—The twenty-five largest mutual savings

banks in comparison with all mutual savings banks in the United States as of

January 1, 1939, arranged by States to show geographical concentration of assets

State

New York.

Pennsylvania,

Massachusetts.

New Jersey

-

Ohio
Maryland...

Name and city

New York City:
Bowery Savings Bank
Emigrant Industrial Savings Bank
W illiamsburgh Savings Bank
The Bank for Savings -

Dime Savings Bank of Brooklyn.
Central Savings Bunk...
Dry Dock Institution .-

East River Savings Bank
Greenwich Savings Bank...
Union Dime Savings Bank
Seamen's Bank for Savings
Lincoln Savings Bank
Dollar Savings Bank.
Harlem Savings Bank.
Brooklyn Savings Bank
Franklin Savings; Bank

Subtotal
Buffalo:

Buffalo Savings Bank
Erie County Saving? Bank

Total, 18 in N. Y. State

Philadelphia:
Philadelphia Saving Fund Society
Western Saving Fund Soiccty of Philadelphia

Total, 2 in Pennsylvania

Boston

:

Boston Bi. Savings Bank
Provident Institution for Savings

Total, 2 in Massachusetts

Newark: Howard Savings Institution

Cleveland: Society for Savings
Baltimore: Savings Bank of Baltimore...

Total of 25 Largest
All Other Savings Banks (518)

Grand total U. S

Assets

In millions
of dollars

583
497
264
240
227
223
218
189
176
161

159
131

120
111

108
96

In percent-
ages of total

5.04
4. .30

2.28
2.07
1.96
1.93
1.88
1.63
1.52
1.39
1.37
1.13
.04
.96
.93
.83

3,503

114
101
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Consolidated balance sheet of the Mutual Savings Banks of the United States. 1.938

ASSETS
Real Estate Mortgage Loans $4,809,047,549
Other Real Estate (including Foreclosed, in Possession, Real Estate under
Contract, etc.) ^ 647,663,545

Bank Building (including Furniture and Fixtures) 130,422,083
Government Bonds (including Direct Obligations, Guaranteed Obligations,
Bonds of the H. O. L. C, F. H. A., Federal Land Bank, Federal Farm
Mortgage Corp., Joint Stock Land Bank, etc 2,836,408,740

Cash on Hand and on Deposit in Banks 572, 489, 782
State and Municipal Bonds 683,914,713
Railroad Bonds (including Terminals and Equipments) 923, 681, 217
Public UtOity Bonds (including Electric, Gas, Telephone, Water, Street Rail-
way, etc.) 547,640,909

Canadian and Other Foreign Government Bonds 68,501,046
Industrial Corporation Bonds 22, 047, 383
Bank Stocks 104,641, 111

Other Stocks 12,242,781
Loans on Collateral and Personal Loans 57,376,480
Loans to Municipalities and Other Corporations 14,320,095
Other Assets (including Advances for Taxes and Insurance, Interest Accrual,
Bankers Acceptances, etc.) 59,305,027

Securities Acquired in Settlement of Indebtedness and under Agreement 2, 514, 589
Investment in Central Funds: (Deposit Insurance Funds, Savings Banks
Trust Company of New York, Institutional Securities Corporation of New
York, etc.) 70,658,981

Misc. Bond Investments (Sav. & Loan Bank & Port of N. Y. Auth.) 14, 427, 718

Total assets.... $11,577,203,749

41. 54%

5.59
1.13

24.50
4.95
5.91

4.73
.59
.19
.90
.11

.50

. 12

.51

.02

100. 00%

LIABILITIES

Amount Due Depositors (including Christmas, School Savings, Tax Clubs,
etc.) $10,221,499,528 88.29%

Surplus and Undivided Profits (including Guaranty Fund, Profit and Loss,
and Contingent Reserves) 1,320,268,518 11.40

Other Liabilities... 21,943,553 .19

Capital Debentures 13, 492, 150 . 12

Total liabilities $11,577,203,749 100.00%

Note.—Figures for all states are as of June 30, except Connecticut, which is September 30; Massachusetts,
October 31; and New Jersey and New York, December 31.

(Compiled by: National Association of Mutual Savings Banks, 60 E. 42nd Street, New York.)

Exhibit No. 610

[Chart based on following statistical data appears in text on p. 3762]

Commercial banks in United States, December 31, 19S8

State
Number
of banks

Assets

In mil-
lions

In per-
cent

Cumula-
tive in
percent

New York
Pennsylvania-
Illinois

California
Ohio
Massachusetts
New Jersey
Missouri
Texas
Michigan
Another

Total--.

740
1,065
839
203
686
193
373
595
788
433

7,741

16, 574

5,385
4,720
4, 501

2,549
2,107
1,900
1,607
1,603
1, 541

14, 305

13, 656 56, 792

29.2
9.5
8.3
7.9
4.5
3.7
3.4
2.8
2.8
2.7

25.2

100.0

29.2
38.7
47.0
54.9
59.4
63.1
66.5
69.3
72.1
74.8
100.0

100.0
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Commercial banks in United States, December SI, 1938—Continued

State

alifornia

<Jew York..--.
ennsylvania..
llinois

)hio
>Jew Jersey

—

Vliehigan
iVisconsin
Vlassachusetts
Slinnesota
yi Other

Total. --

Time deposits

'

Amounts
in mil-
lions

2,250
1,984
1,813
1,012

971
886
613
427
389
320

4,004

14, 669

In per-
cent

15.3
13.5
12.4
6.9
6.6
6.0
4.2
2.9
2.7
2.2
27.3

100.0

Cumula-
tive in
percent

1 Exclusive of interbank deposits.

Source: Federal Deposit Insurance Corporation—Based on all operating insured banks.

16.3
28.8
41.2
48.1
54.7
60.7
64.9
67.8
70.5
72.7
100.0

100.0

Summary of assets and liabilities of operating insured commercial banks, United

States possessions, December 31, 1938

[Amounts in thousands of dollars]

Number of banks, 13,659

Cash, balances with other banks, and cash items in process of collection:

Currency and coin ---

Reserve with Federal Reserve -

Other balances with banks
Cash items in process of collection

Total cash, balances with other banks, and cash items in process

of collection—
Securities:

Direct obligations of the U. S. Government -

Obligations guaranteed by the U. S. Government
Obligations of Government corporations and agencies, not guaran-

teed by the U. S. Government
Obligations of states and political subdivisions.

Other securities .
-- - --

Total securities

Loans, discounts, and overdrafts (Including rediscounts)

.

Total loans and securities-

Miscellaneous Assets:
Bank premises owned, furniture and fixtures

Real estate owned other than bank premises
Investments and other assets indirectly representing bank premises

or other real estate
CTistomers' liability to reporting banks on acceptances outstanding.

.

Other assets - - ---

Total miscellaneous assets.

Total assets.

$950, 394

8, 694, 388

5, 717, 600
1, 813, 703

17, 176, 085

11, 938, 870

2, 567, 937

367, 458
3,011,333

3, 565, 070

21, 450, 668
16, 024, 318

37, 474. 986

LIABILITIES
Deposits:

Individuals, partnerships, and corporations:
Demand
Time -.

States and political subdivisions —
United States Government
Postal savings and U. S. Treasurer's Time Deposits, open account
Other banks

1, 123, 363
489, 556

156, 143

122, 371

257, 750

Percentage of total

assets

23, 476, 863
14, 012, 540

3, 516, 769
837, 964
86, 097

7, 253, 688

1.67
15,31
10.07
3.19

21.02
4.52

.65
5.30
6.28

30.24

37.77
28.21

96.22

41.33
24.67
6.19
1.48
.15

12.77
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Summary of assets and liabilities of operating insured commercial banks, United
States possessions, December 31, 1938—Continued

[Amount in thousands of dollars]

Number of banks, 13,659

LIABILITIES—continued

Deposits—Continued.
Certified and ofQcers' checks, cash letters of credit and travelers'
checks outstanding, etc

Total deposits

Demand
Time r"..i-irrr"^r"rrjrrrrrr"i""

Miscellaneous Liabilities:
Bills payable, rediscounts, and other liabilities for borrowed money
Acceptances executed by or for account of reporting banks and out-
standing

Dividends declared but not yet payable \\.\
Other liabilities

Total miscellaneous liabilities

Total liabilities (excluding capital accounts)

CAPITAL ACCOUNTS
Capital Accounts:

Capital stock, notes, and debentures
Surplus
Undivided profits i -.I".'!^'.]^"!
Reserves for contingencies

'

All other capital accounts ......

Total capital accounts

Total liabilities and capital accounts

Percentage of total

assets

$594, 754

49, 778, 676

17, 584

140,044
35, 254

393, 082

586, 324

50, 365, 000

2, 981, 066
2, 346, 708

741, 674
310, 453
54, 753

6, 435, 254

56, 800, 254

.03

.25

.06

.69

5.25
4.13
1.31
.55
.09

87.64

1.03

B.67

11.33

100. 00

Exhibit No. 611

[Chart based on following statistical data appears in text on p. 3765]

Geographical concentration in the control over the principal reservoirs of savings,
compared with the concentration in population and in the value added by manu-
facture

[Amounts in millions]
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Exhibit No. 612

4063

)ata reflecting tlie niimher of persons employing various savi7igs processes, 1920,
1930-1938

Institutions
1920 1 1930 1 1937-38

(MUlions)

1) Life Insurance Companies—Number of Policies:

Ordinary -

Industrial

2) Savings and Time Deposits in Commercial Banks—Number of depositors (pass
books)

3) Mutual Savings Banks—Number of depositors
i) Building and Loan Associations—Members
5) Governmental Pension and Retirement Systems:

Social Security Board, 1 itle 11—persons
Railroad Retirement Board—persons
U. S. Government Life Insurance—persons
U. S. Government Civil Service—persons
State, County, and City Pension Systems—persons

6) Postal Savings System—depositors

7) Fraternal Orders (life insurance)—certificates

16.7
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Exhibit No. 614

[Chart based on following statistical data appears in text on p. 3779]

Outlays for construction and maintenance of government plant-Federal and local,
1920-1938~Part of Work Relief Construction Included

[Millions of dollars]

Year

1920.
1921.
1922.
1923.
1924.
1925.
1926.
1927.
1928.
1929.
1930.
1931.
1932.
1933.
1934..

1935..

1936..
1937..
1938..

Total gov-
ernment
public
works

2,044
2,325
2,358
2,228
2,555
2,819
2,862
3,189
3,330
3,309
3,733
3,424
2,539
1,918
2,474
2,548
3,496
3,329
3,711

Direct
Federal
public
works 1

State and Local Public Works

504
402
283
204
203
191

184
199
233
276
328
368
399
437
509
675
916
773
655

Total

1,540
1,923
2,075
2,204
2,352
2,628
2,678
2,990
3,097
3,033
3,405
3,056
2,140
1,481

1,965
1,873
2,580
2,556
3,056

State and
local funds 2

1,501

1,848
1,993
1,947
2,264
2,536
2, 592
2,907
3,014
2,952
3,288
2,884
1,949
1,133
1,208
1,125
1,316
1,391
1,612

Federal
aid*

39
75

82
77

88
92
86
83
83
81

117

172
191

348
757

758
1,264
1,165
1,444

r.L^^^l^'?^^}°^^^
expenditures for public works, excluding Federal aid, loans and work relief IT 9 DoP

3 T^nHo! pT™?'r' ''"'^' P^?« 24, Table 6, and sources given in footnote 3,'bebw
' ^^

3 Includes Federal loans as estimated from Works Progress Administration /occT<" • also Federal «id tn

sWe7/d^^o?aV;^^f^ ^orls.^rS ^^.^°—«•
'•^•^•.- -^ ^0 Perce:lt°o"f ifo^rkleliS^Suir^ff^?

5«^STc«rre«yBLS ^'^'^'^ - ^'^ ^-''^'^ «'''-- ^^^^"^^'^^ and

Exhibit No. 615

[Chart based on following statistical data appears in text on p. 3780]

Public construction and maintenance in the United States, 1920-1938, part of work
relief included

[Millions of dollars]

Year

1920.
1921.
1922.
1923.
1924.
1925..

1926..

1927..

1928..

1929..

Construc-
tion and
mainte-
nance 1

2,044
2,325
2,358
2,228
2,555
2,819
2,862
3,189
3,330
3,309

Public
construc-
tion 2

1,536
1,753
1,786
1,645
1,904
2,142
2,138
2,395
2,499
2,458

Mainte-
nance 3

508
572
572
583
651
677
724
794
831

851

Year

1930
1931
1932
1933
1934.

1935.

1936.

1937.

1938.

Construc-
tion and
mainte-
nance '

3,733
3,424
2,539
1,918
2,474
2, 548
3,496
3, 329
3,711

Public
construc-
tion 2

2,827
2,615
1,881
1,346
1,804
1,851
2, 671

2,524
2,903

Mainte-
nance '

658
572
670
697
825
805

lishS1n'cLl/mX°/iiV'5[^/iT„^L'''/?
«o°/triiction based on estimates of Department of Commerce pub-

t^^i:? K
\o^'"^^<^jon Activity in the United States, 1915-1937, Table 6, page 24 using onlv 50 nprppnt of thn

TheV™l'l^o^nn n'fo i°L^°']i'''^'='V°°
^°^ '}'' ^^^s 1933-1938 whic'h'^arfshown "n footnote^^l of Table 6

pnn.trnnHnr if n^,f Y'^''
expenditures for construction and maintenance of naval vessels. See Table A on

December 1933 p ii
^'"'' '• ^'^"''' ^" ^^3*^' ^^^^' ^^^ ^^^S obtained from Survey of Current BusLZ

sho|;[^%a°bri^S n^alatcr^^u^^uS^ ^'"^ '' ^^^^ °f --"^ -"^^ -P-^"--
3 Maintenance is the difference between total and construction.
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Exhibit No. 616

[Chart based on following statistical data appears in text on p. 3782]

4065

What was built bij the Government, 1920-1937, {maintenance and work-relief
construction excluded)

[Millions of dollars]

Year
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Exhibit No. 620

[Caution—Advance—For release on delivery, probably 2:00 P. M., E. S. T. Tuesday, May 23, 1939]

MEMORANDUM

A Banking System for Capital and Capital Credit

A. A. Berle, Jr.

Before Temporary National Economic Committee May 23, 1939

introduction

Beneath the highly technical title of "capital credit" there is really concealed a
tremendous issue. It serves no useful purpose not to state that issue with some
bluntness, in spite of the fact that so to state it tends to antagonize a good many
interests. Briefly, the private financial system as at present constituted does not
work. It has, accordingly, to be supplemented by vast amounts of Federal credit

which make up in some measure, but inadequately, for the difficulties in the exist-

ing system of private finance. Use of the Federal credit by providing relief, and
by taking care of certain necessary social requirements through public works in a
limited field does keep the economic machinery of the country running; but it is

not a permanent solution. There is always the danger that the time may come
when an economy so organized will reach the end of its tether. We should be
getting about the process of reorganization now, instead of leaving it for the more
violent- processes which alwaj^s occur when the country is in great stress.

Most of the sequences of figures with which I am familiar indicate that we will

(unless fundamental remedies are adopted) reach a period of stress in any case

within a short period of years. Unless there is some distortion such as that which
might be caused by a general war, I should think that the next major downturn of

the business cycle (due in any case within four or five years) might present all the
factors for an explosive situation. We may, of course, navigate safely through
that period, leaving the final reckoning to be made at some later downturn of the
business cycle. In any event the next decade will, I think, probably force a
showdown.

Since the United States has at its command all necessary productivity, all

necessary technical skill, all necessary energy and labor, and substantially all

necessary raw materials, any failure of the economic system must be directly due
to malorganization.

In a democratic economj^, the processes of finance are in large measure relied'

upon to make it possible for individuals to organize their energy, the materials
obtainable, and other necessary elements to produce and distribute whatever the

country may, in reason, desire. I suppose the test of a financial system is whether
it approximately accomplishes that purpose. The present system apparently
does not, and, a major difficulty appears to be in the system of handling capital

finance and capital credit. Conceivably, by solving this question, we may be
able to take care of much of the difficulty.

I note one historical fact which, I think, is significant. AVhenever there have
been hard time in the country, the public has almost instinctively turned towards
the currency-credit machinery and has called for monetary measures. My own
feeling is that the instinct of the country in doing this was sound. Many of the

specific remedies actively pressed have been dangerous, or ridiculous, or both.

The fact, however, that the solutions suggested were absurd does not make it safe

to conclude that the public was wrong in feeling that the credit system needed
overhauling, and was capable of vastly more use than we have made of it. Too
often the views expressed in such times were dismissed withstatements that they
were "inflationary," or "unsound," or that they violated some traditional prin-

ciple. These comments, though true, left unexplained and unsolved the funda-
mental fact, namely, that the financial system, in the face of great need and
adequate elements of supply, was unable to take the supply, organize it into

production, and carry it to the known need. So long as this fact continues, the

case in favor of the existing financial system remains unproved and unconvincing.
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I. THE BACKGROUND OF CAPITAL CREDIT

(A) Historical

Classic finance recognizes the sharp difference between short-term credit and
money—the sort of function a commercial bank normally performs, and long-
term financing—the kind of thing done by the investment banking houses through
bond and stock issues.

The short-term credit field has been evolving continuously and rapidly. During
the last century the jjrivate commercial banks moved steadily forward. As they
did so repeated occasional stoppages of currency and credit forced a steady evolu-
tion of their theories and their machiner^^ The result was the organization of the
great European central JDanks and reserve bank systems developed in the latter
half of the nineteenth centurj^, and, in the United States, with the creation of the
Federal Reserve Sj'stem in l'914.

Briefly, what happened was the creation of machinery so that the supply of
money and short-term credit should keep pace and proportion with the need for

it, and j'et be kept in rough working relation to the floating supply of current goods
and services moving towards consumption or final use. In result, the supply of
bank credit and bank deposits (in efl'ect, the power of commercial banks to create
and circulate money) is rightly considered as much a part of our monetary system
as is currency itself. Proper use of this machinery could make (as I think it has
made) any general strain on American commercial banks a negligible danger.
Probably if the monetary mechanisms made available between 1933 and the
present time had been created and available in 1929-1932, much of the suffering

of the great depression could have been mitigated, if not avoided.
By contrast, the long-term credit field has had no comparable development

since its appearance at and after the time of the Napoleonic wars. A striking

fact is that long-term credit—that is, the type of monej' which normally goes
towards construction, public improvements, and permanent acquisitions to plant
through investment—moves in much the same way that it did when the House of

Rothschild started selling bonds more than a century ago. The bond-selling
business has not changed mucli. Indeed, the Rothschilds themselves did not
improve, very much, upon the system which the British East India Company
had used in securing its capital during the seventeenth and eighteenth centuries.

We have, today, a highly elastic system for handling short-term credit; for

creating the equivalent of currency; for enlarging and contracting the supply of

that currency; and (within very narrow limits) for steering that currency and
; credit where it is needed, though the "controls" of it are not yet well organized.
We have no really modern system of long-term finance.

(6) The Newer Theories

Meanwhile, certain academic students have developed major discoveries. Out-
standing among them is the fact that long-term capital is by no means a thing
apart from money and credit.

The studies of Professor Harold Moulton plainly indicated that the whole
theory of long-term credit necessarily had to be revised. As noted, his major
contribution was the discovery that a large part of what had been assumed to be
"savings"—that is, money destined for long-term investment—was not different
from any other kind of created bank credit. His conclusion, stated concisely,
was that a considerable part of what we had called "savings" consisted merely in
an excess of money or bank deposits created through the normal operation of the
banks and made available for investment.

I do not think that the revolutionary quality of this discovery has been ade-
quately appreciated. If true, it meant that our ideas on the whole subject of
capital and capital credit had to change. For, if capital could be created by creat-
ing bank credit, we were released from the irregularities of the flow of so-called
"savings." Banking mechanisms could be called on to accomplish at least part,
and perhaps more than part, of what had been done bj^ a much less dependable
process, and with far less regularity. Capital development can go on though there
are no savings, or though owners of those savings decline to invest them and wish
to hoard. Moulton's study pointed to a definite reorganization of the banking
structure. It at least suggested the possibility that long-term investment might
be assisted or carried on through properly controlled banking operations, in much
the same way that we have learned to assist or carry on ordinary mercantile and
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manufacturing activities through the use of currency and bank credit created
through the Federal Reserve System and made available through ordinary com-
mercial banks. Professor Moulton did not suggest any banking methods by
which this could be done; nor did he undertake to develop the possible dangers
to be guarded against. But he did demonstrate one fact. There is no more rea-
son why the flow of capital toward wealth-creating industry should stop, any more
than there is any real reason why the flow of currency should stop ; no more reason
why the capital markets should be closed, than why the commercial banks should
be closed.

Likewise, during the past decade, the work of Maynard Keynes had indicated
the importance of capital financing in a national economy. The point of interest
here lies in his demonstration that capital financing directly increased the national
income by more than its amount. A dollar put into construction—that is, into
a road or plant or building which served a social necessity—would increase the
national income in that year or in the subsequent year by not less than one and
three-quarters dollars nor more than, approximately, three and one-half dollars.

To put it differently, ten billion dollars spent in sound capital financing would
increase the national income by not less than seventeen billion five hundred
millions nor more than thirty-five billions. This formula, sometimes called
the "Keynes Multiplier" can roughly be taken as a multiplier of two and one-
half to one, meaning that national income is increased by about two and^a half
times the amount spent on heavy capital construction.
The theory of the "Keynes Multiplier" has been both attacked and defended.

The National Industrial Conference Board held a seminar in which both pro-
ponents and opponents debated the proposition. My own conclusion, after read-
ing the discussion, is, that as a matter of theory Keynes' demonstration stands up.
There is evidence, based on the work of Schacht, who put the theory into practice
in Germany, that it stands up in practice as well.

It is against that theoretical background that we have to work in undertaking
to reappraise our theories of capital credit.

(c) Our capital market has been largely closed since 1931

Finally, we have the undisputed fact in the United States— (it appears partly

true also in France, and to a less extent in Great Britain)—that the private capital

markets have been in large measure closed since the year 1931. The precise

figures differ with the methods of the statistician who is making up the addition;

but the general conclusion is inescapable no matter what statistical methods are
adopted.
The flow into capital construction may be said to have found its norm at a level

of somewhere between eight and ten billions of dollars during the decade from
1920 to 1930. Of this, at least six billions went through the public markets that

is, occurred by sale of stocks and bonds. The balance went into construction
through the mortgage markets or through private placement. By 1931 the
amounts going through the public markets had fallen to approximately half that
amount, then withered to a mere fraction. At a maximum, since 1931, not more
than two and one-half billions of true capital money has gone through the mecha-
nism of the public markets. The average is considerably less.

The conclusion is obvious: American private markets are not funneling capital

funds into capital construction at more than (roughly) one-third to one-half the
rate they were doing in the 1920-1930 decade. This means that private activity

in heavy industry is not being continuously generated in sufficient volume to keep
those industries busy, or to keep the country continuously on an even economic
keel.

The slack has been taken up by government financing. It is entirely beside

the point to object to this so long as the situation remains unchanged. Irrespec-

tive of political complexion, any government faced with a substantial closure of-

the capital markets would be forced to take measures to keep the heavy industries

and the capital goods markets sufficiently active to provide employment. If the
only available method was use of government credit, that method would neces-

sarily be used. To attack government spending as such in this situation is simply
to ignore realities.

(d) The effects and the dangers of a closed capital market

If it be true, as apparently it is, that the private capital markets are not provid-

ing the necessary flow of capital towards actual construction of tangible economic
wealth, and in place of it the government is undertaking to do the job, we have
to face certain definite effects.
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The danger of a break-down in the government credit is discussed later; enough

here to say that it may be discounted. In any case, it has been wholly overstressed.

In a capitalistic world, creation of wealth invariably means the creation of a

corresponding claim against that wealth. In practice this means either a stock

or a bond—either an equity or a debt. Actually, it means a debt in the great

majority of cases. The expansion in American industrial plant from 1920 to

1930 was accompanied by an equivalent expansion in debt, though the debt was

private rather than public. In a national economy it does not make a great

deal of difference, from the strict finance and monetary point of view, whether

the debt is that of a corporation, or is that of the United States, of a state, or of

a municipality : provided the expenditure actually creates wealth.

The real danger lies elsewhere.

There is, first, the fact that the wealth-creating power of the government is

relatively limited. It has under its direct control not more than, perhaps, one-

tenth of the productive machinery of the country. This is largely traditional

in form. The government can create, and does create, wealth in the form of

roads, parks, public buildings, public hospitals, and the traditional public services

of the federal, state, and local units. Plainly, these as they now stand are not

sufficient to serve as the market for more than a fraction of the capital goods pro-

duction in the United States. If, therefore, wealth is to be created by creation

of government debt, the scope of government enterprise must be largely increased.

Briefly, the government will have to enter into the direct financing of activities

now supposed to be private; and a continuance of that direct financing must be

inevitably that the government ultimately will control and own those activities.

Put differently, if the government undertakes to create wealth by using its own
credit at the rate of four billion or so a year, and if its work is well done, the

government will be acquiring direct productive mechanisms at the rate of four

billions' worth a year, or thereabouts. Over a period of years, the government

will gradually come to own most of the productive plants of the United States.

This is certainly so fundamentally a change in the course of American life that

the decision to make it should be taken for reasons other than relief of a series

of temporary difficulties. If the country desires to make wealth creation a func-

tion of government (I personally believe it must do so in larger measure than

it has heretofore) the choice should be the considered choice of the country,

and not the result of a policy of drift.

The government's ability to create wealth efficiently is denied by a good many
people. It seems to me a good many of these attacks are unjustified, though I

am frankly biased in favor of public ownership of certain forms of wealth. The

country will probably be decided in the next few years whether the government

ought not to own, directly or indirectly, part of the national plant such as rail-

roads, electric power, and mineral resources; and the Temporary National Eco-

nomic Committee may give us a final answer.

But in any case, it is true that there are vast areas m which the government

probably cannot act effectively. Where the service to be rendered or the goods

to be turned out are standard; where the problem of choice or fashion or individual

desire does not enter into the problem very much; where the development of the

art is not rapid, and where the benefit from the plant constructed is genera,lly

distributed, and especially where the process of rendering the service or creating

the goods tends to be a monopoly, the government has a possible field for expan-

sion. Where these elements are not present, the ability of the government to

do a good job becomes questionable, to say the least. The government undoubt-

edly could mine and deliver ore from the Minnesota fields without difficulty.

Conceivably, it could smelt the ore into steel. But if the government endeavored

to go into the business of fine castings or steel specialties, either the nature of

industry would have to change, or the nature of government would have to

change.
, ^ u u + •+

In a democratic organization of economy, the obvious end should be to permit

and require private initiative to do as much of the work as it can, consistent

with maintaining the national economy on a reasonably even flow, distributing

the burdens and benefits meanwhile that no class will be unduly favored, no

class unduly burdened, and a maximum of opportunity be provided for everyone

to use his abilities usefully with corresponding reward. It is the definite function

of the financial system to make this possible at all times.

The conclusion seems inevitable. Either we are on the eve of a change in

our financial svstem; or we are on the eve of a change in our social system.

Plainly, a revised financial svstem should not be conceived to settle the question

of whether the United States becomes a Socialist country, which, of course, 1 am
not advocating. That will be determined partly by economic forces and partly
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by the thinking and the desires of the country itself. In consequence, the system
of finance has to be so adapted that it can serve, equally well private enterprise,
public enterprise, or a combination of both, and any intermediate forms which
may appear. The plan must be flexible enough to permit any development

—

always provided that the development actually does create added tangible wealth.
If private enterprise will do it, and maintain an even and expanding national
economy, good. If it is unable to do so, the scheme must be drawn widely
enough to tap other methods of organization of wealth.

II. THE UNDERLYING REASONS

Before attempting a solution, it is perhaps useful to appraise some of the
reasons usually given for the stoppage in the capital markets and for the change
in the system. There will be no agreement on these reasons. I here set some
of them down, fully realizing that every observer will assess the reasons differ-
ently; adding others of his own.

(a) The restricted base of national enterprise

One great reason for the change of emphasis lies in the fact that the portion
of the world operating under a free economy has now shrunk to approximated
half its former size. One by one, certain great nations of the world have ceased
to operate on a free economy; have organized more or less totalitarian systems;
and have attempted to set up for themselves an artificial self-sufficiency which
is commonly called autarchy. Of the Great Powers of the world still running
upon an approximately free economy there now remain onlv Great Britain,
France, and the United States, and the South American countries, whose develop-
ment obviously still lies ahead. Necessarily, this has restricted or re-channeled
the scope of the industries of all countries, including those which lived in part
(as did the United States) directly or indirectly on the export trade.
We have not, up to date, felt the full possible effect of this change. What has

happened thus far has been merely restriction. The impact of an "autarchic"
country seriously endeavoring to use its integrated mechanism to exchange its
product for ours is yet to be felt. If, for instance, Germany undertook to disarm,
and funneled the activity which has gone into armament into production of steel
products for export; and if she undertook to lay these down in the United States
virtually irrespective of cost (which is perfectlv possible under the German
system), we should be faced either with a vanishing steel industry here, or with
the necessity at once of going into partially autarchic measures of our own.
Dimly, American business enterprise is aware of this; and for that reason has,
in general, rightly supported Secretary Hull's policy of endeavoring to reestablish
and restore an open economy throughout the world. It is not convinced as
yet that the policy, though inevitable in the long view, will be successful in the
immediate future; and for that reason private-profit capital is wary of investing
in any enterprises save those which are plainly comprehended within our domestic
picture.

(6) Increases in needed social services

Second in order of importance, perhaps, is the probabilitv that there has been
a major change in the relation of public and private activities. As development
of a country progresses, I think it will be found on careful analysis, that there is an
increased need for wealth of the nonprofit type. I think that the need for such
wealth increases at a rate fastern than the development of the country. This is
certainly true where the result of industrial development is either to concentrate
population in cities, or to increase the speed of transportation and communication.
Both have happened in the United States to an extremely marked degree. It
is not wholly clear whether this is a physical necessity, or whether it arises from
the fact that with an increased standard of living, we become more aware of social
needs which have to be met. For the purposes of this discussion, it is immaterial.
Whether the needs are logical or psychological, they are real enough. It is possible
that we could run a huge industrial plant with the same rudimental provision for,
let us say, public health, which we had fifty years ago; though I doubt it. The
fact is that people do insist on a higher standard of public health work today, and
that the community will not tolerate its absence. In result, the proportionate
expense in cities like, let us say. New York, Detroit, or Chicago, for hospitals,
health work and the like, have steadily grown; and not even the most ardent
advocate of economy will permit its eduction.
Under the traditional businessman's view, this sort of construction is not

usually considered "wealtn." The argument is plainly untenable. In New
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York there are two bridges: the Brooklyn Bridge, which is free, and the George

Washington Bridge, which is a toll bridge. The Brooklyn Bridge makes possible

the free flow of traffic from one part of New York to another, and therefore adds

to the wealth of the entire city, though it does not charge by the unit, and is

supported out of the tax roll. The George Washington Bridge is owned by the

Port Authority and pays its way by a standard charge collected from each passing

car It likewise assists the free flow of goods, though a different method of

payment is used. It is absurd to say that the Brooklyn Bridge is not "wealth"

and that the George Washington Bridge is "wealth," merely because of this

difference. It is equally absurd to say that a public hospital is not "wealth'

because it serves the area gratis, or ne.arly so; while a private hospital which is

able to pay its expenses through charges made against its patients, is "wealth."

In this sense, wealth is anything which satisfies a recognized need. The advance

in technical, demographic and cultural development of the country has apparently

brought to the fore recognized social needs with greater rapidity than heretofore.

Many perhaps most, of these social needs cannot be handled on a "price per unit

basis'- their cost must be paid by the community at large; yet the productive func-

tions 'of the community are better off for their existence. They therefore become

a logical field for public capital financing.
, , ,

Private capital and industry do not understand this; they have been, up to now,

afraid of it I believe that this fear will rapidly disappear, given two conditions.

The first condition is that there is a sufficient public understanding. The second

Is that this class of wealth be removed from partisan political administration so

'far as humanly possible.
x t, u +i + f +v.«

In this respect the outstanding experience of the country has been that of the

city of New York, where Mavor LaGuardia took this view. He was able to

overcome both the fear of private interests of increased meeting of social needs,

particularly in the field of parks, hospitals, and transportation facilities; and he

was able to do this because of his announced policy of non-political administration

whereby the creation and handling of such wealth was removed, so far as he could

do so, from the realm of party politics.
^ j.- e

The result would seem to indicate that an extension of government creation of

wealth is indicated; and that it can be done without danger to our political or

social system provided the development is done with honesty and character.

(c) The fears of capital and capital groups

It is frequently said that certain governmental policies are responsible for the

stoppage of the capital markets. The policies are emphasized usually according

to the personal experience of the speaker. The utihties industry will insist that

no investment can be expected in it so long as the government m various ways

either enters into comDetition or permits or assists other public competition—

a

flat insistence that unless they are permitted a monopoly, private investment

cannot be expected. An industrialist will insist that so long as labor relations are

in a difficult state, and that the National Labor Relations Act is manned by

individuals alleged to be unfairly biased in favor of laborers, private capital cannot

be expected to go into manufacturing. Other groups insist that the repeated

•government investigations, antitrust moves, and the multiplication of burdensome

and annoying regulations frequently in the hands of inexperienced administrators,

discourages enterprisers from carrying on business, let alone entry into new fields.

Still other groups insist that the imposition of certain types of taxation_ creates a

•''heads vou win, tails I lose" situation, so that there is not adequate incentive.

Still others points out that private capital will not go into private business with

its necessary risks when it can find a safe and reasonably certain return, frequently

without necessity of income tax, in a bond of the United States Government or of

some agency. As to this last, it may be noted that the argument is somewhat

overstressed, since the price of a tax-exempt bond usually discounts in considerable

degree the difference between the government and the private bond; the purchaser

of 'the tax-exempt bond pays his income tax in advance when he pays a higher

price for the security, or accepts a lower return. But the competition is real

enough; a trustee, savings bank, or insurance company seeking mve^stment in a

disturbed time will normally gravitate towards the government bond which

has not tlie risk involved in a private bond. ,,,111, u
There is something in all these contentions, but probably all have been exag-

gerated entirely out of measure. This essay is not the place for setting out the

reason for this' conclusion; still less for analyzing the peculiar psychology of the

American capital markets in which a half truth stated loudly enough too often

becomes the sincere and honest belief of the financial community, and is thereby
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passed on to the investing community. I do believe the fears have been badly
overstated. Prophecies of complete stoppage or complete disaster have been
made whenever any reform has been undertaken; and they have usually proved
unfounded once there is acceptance of the reform, and as soon as the mechanism
of the reform ceases to be annoying and self-conscious. We have not yet reached
this phase, though it is visibly approaching.
The fact that this third set of objections can be overcome does not, nevertheless,

eliminate the validity of the first two; and those three do indicate the need for a
serious and thoroughgoing change in the machinery of capital and investment.

(d) The need for a causative mechanism

Perhaps the greatest change which has influenced the present situation lies in
the fact that the machinery we now have is passive. A businessman with a
sufficiently strong imagination and will, and sufficient ability to convince the
public that there is possibility of profit, can attract toward his enterprise the
capital necessary to construct his plant and set up his organization. He cannot,
of course, do this in a field where the need is social rather than commercial, and
the initiative rests upon the government—federal, state, or local. In this last
field, there is a whole mine of initiative which could be tapped, where the financial
resources readily available, which they are not.

Yet a businessman may be perfectly convinced of a need, and of the possibility
of filling it, and may be entirely willing to fill it with only a modiciun of profit,
but he will not be stimulated into action unless he has some reason to believe that
there is a capital machinery which is anxious to have him tackle the job. The
plain need for more housing, for instance, has not engendered any great amount of
enterprising ability, at least partly because there was no organized group of finance
which was not only ready to provide him with capital by actively endeavoring to
find him and put him to work.

In any new capital credit set-up, accordingly, there ought to be not merely a
passive mechanism which can be availed of; but an active group recognizing the
responsibility for filling certain needs of the community, and for finding the means
and the men who can fill those needs, and for putting at their resources the capital
necessary to do so. In earlier times, the local bank not infrequently used to do
this, providing capital to young men who had ideas and ability, and staking them
to the creation of enterprises of benefit both to the enterpriser and to the com-
munity. Many American businesses which have since attained substantial
proportions were started in exactly this way. The large commercial banks do not
do this today. If they desired to do so, they would probabl}^ not be permitted to
do so under the prevailing banking regulations. Indeed, the major theory on
which they operate, i. e., creation of bank credit for short-term processing or
transportation or merchandising jobs—runs chiefly counter to any theory that the
bank, among other things, is supposed to assist in organizing new productivity.
Outside of the large corporations, men who have ideas for new enterprise cannot
expect to find much assistance in the commercial banking system today.

There is one other lack in our financial machinery. It is crucial. We have
not, anywhere in the banking world, that process of development which has been
the lifeblood of the technical development of American industry. There is no
one looking for new financial methods, new theories of credit, new means of
attacking financial and economic difficulties with the same persistence, freedom
to explore ideas, and to state results which the chemical or technical research
bureaus in any large industry continuously use in looking for new processes, new
products, new developments, and new methods.

III. SYSTEM OF CAPITAL CREDIT BANKING

Even a brief review of the major elements tends to indicate the line of solution.
In essence it suggests creation of a capital credit banking system which can do for
the country what the revised commercial banking system has done in the short-
term credit and strict currency field.

(a) The essentials of such a system

It would appear that such a banking system must meet certain major re-
quirements:

(1) It must make available at all times an adequate supply of cash for "invest-
ment" purposes, for the purpose of construction of net tangible additions to the
wealth of the country. Such cash may be savings withdrawn from the ordinary
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currency and short-term credit supply; or may be bank credit created for the
purpose; or may be a combination of both.

(2) It must, however, provide for nou'-commercial as well as commercial
increases in national wealth. In other words, it must provide funds which may
be available for strictly private commercial construction, or for quasi-public

endeavor, or for pubhc use, as need may appear. Particularly, the supply must be
so handled as to open up and make possible new lines of construction which the
community obviously neede, but which are not normally undertaken by private

enterprise. Therebj^ the field of possible capital construction is vastly enlarged.

(3) The interest rates must be flexible—that is, adjustable to the need which
the country at any given time maj^ have to stimulate capital construction. It

should be possible to lower interest rates to a nominal figure when construction is

to be stimulated; to raise them, when it should be discouraged. In other words, it

is necessary to apply in the investment banking field the same technique which
has been worked out in the short-term credit field.

(4) As a corollary to that, it is probably necessary that the interest rate should

be selective. There may be every reason for asking four or even five percent

return from a commercial enterprise; but there should be the possibility of charg-

ing, say, one-eighth of one percent for a non-commercial enterprise, such as a
hospital. It is to be remembered that when the government gives to a banking
organization the power to create money, it no longer is necessary to offer an inter-

est rate to stimulate that creation. The interest rate under the classic system was
designed to lure money out of the normal channel of consumption and into the

longer range of investment; to induce people to divert money from present con-

sumption into construction by offering the hope of future rewards. In a word, to

stimulate savings. There should be no such necessity to stimulate a bank to use

the power which the government gives it.

(5) The use of capital credit ought to be limited to projects which actually do
result in capital construction and in a net addition to the tangible plant, private,

quasi-public or social, of the country. Just as a bank credit in the commercial
field is supposedly limited so that it will at all times stay in relation to the floating

supply of goods and services moving towards consumption or final use, so cur-

rency or credit created for capital purposes should be limited, to the end that the

amount of it in existence shall correspond to the amount of capital assets.

(6) Controls must be in existence so that the currency and credit so created

shall not, as it mingles with the ordinary suppl.v of currency and credit, produce
"inflation" that is, raise the price level of goods and services solely because of

monetary factors. This subject is dealt with in a following section.

(7) Because a capital credit banking system of this sort must serve public as

well as private ends, it cannot be exclusively in private control. Conceivably,
it may be wholly under non-political public control; conceivably, it may have
units both private and public. But it is essential that the capital credit which it

supplies shall never be cut off merely through private motives.

(6) Possible forms and functions

This memorandum is not designed to attempt the elaboration of a plan of

capital-credit banks, but rather to try to examine their possible underlying prin-

ciples. Nevertheless, certain factors emerge, which must be included in any
successful plan.
The point of contact must be a bank or set of banks to which there will come

people who desire to construct additions to the plant of the country. The people
who come may range from individual enterprisers who wish to construct plants for

rayon, steel specialties or knockdown houses; railroads which wish to re-equip

their lines; semipublic authorities which desire to construct bridges or parks or

low-cost housing; municipalities, counties, or estates which need to construct

hospitals, prisons, courthouses, health centers, or other necesssry conveniences.
A capital-credit bank must be charged with the task of assuring itself that the

proposed project really does result in a net addition to wealth, interpreted broadly.
If the money is merely to be wasted in a project which is useless or unsound, the
result would be to create credit without creating wealth; and to the extent that

this is done, the credit system is weakened. This is, in theory, the test which
reputable investment bankers are supposed to apply when determining whether
they will float a bond issue.

The amortization rate of any loan must be such that the loan will be paid
within the life of the asset created by it.

The interest rate will be determined as much by social factors, and by the need
of the country for construction in general, and the particular kind of construction

in particular, as by any desire to reap a banking profit.

124491—40—pt. 9 38
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(c) Capital banking as a profit enterprise

The theory that a bank must "make a profit" today has ceased to be valid,

except in an extremely limited sense. The profit of the bank is interesting as show-
ing that by financial standards its work has been well done. In the sense, however,
that the bank is "entitled" to a profit, as a reward for something or other, there
seems to be no reason for its existence. A bank today is a mechanism for creating
currency. It receives this privilege from the government; there is no more valid
reason why a bank should make an unlimited profit for creating and applying
currency than there is why taxes should be farmed out to the highest bidder, and
tax collectors allowed to make a profit on their collection. What is needed is that
the managers of capital banks shall be paid, and preferably well paid, for their

work, and have an incentive to do that work carefully. But their job is to keep an
even flow of capital construction and to see that the country is well served; the
bank is not an institution for making profits for private shareholder. This might
be accomplished either by public ownership, or by private ownership with limited
dividends; or by banks chartered to serve particular industries and run on a mu-
tual plan. In this connection it is to be noted that, in theory, many of our largest

and most successful financial institutions today are nonprofit; for instance,

savings banks and mutual insurance companie.s. Apparently it is perfectly possible

for large financial institutions to be organized and run without the necessity of a
set of stockholders asking for profits. The bulk of investment today is probably
done through just such channels. There is, therefore, no reason now for assuming
that a stockholder's profit is somehow essential to run an effective financial

institution.

Though essentiall}' nonprofit, any capital credit system must be rigidly non-
political. We have been in the frying pan of having the flow of investment credit

used in large measure to build up private positions of power; and the resulting

dangers are obvious. This is not a reason for jumping into the fire of a public
institution under political control whereby a politician uses the mechanism to

build up his power instead. By consequence, the management of a system of this

kind should be entrusted to professionals, who are barred from political connection
or office, but who are alive both to the economic and social needs of the country,
and realize that political movements largely do reflect those needs.

(d) Operations

The conclusion of a capital credit transaction would, presumably, result in the
borrower selling to the bank a bond or a set of bonds on agreed terms. To make
certain that there will always be an adequate supply of cash for investment pur-

poses, such bonds must be rediscountable with the Federal Reserve. I do not see

that an effective capital credit mechanism is possible except as it is tied in to the
Federal Reserve machinery. There is some difference of opinion on this subject,

particularly in Treasury circles; but I believe that on closer examination the
differences of opinion will disappear.

There is no particular reason why the bank may not take, if it chooses, deposits

in the same fashion that large private banks sucli as J. P. Morgan and Company
take them today. Such deposits, however, should be definitely less withdrawable
than ordinary commercial bank deposits, and this should be distinctly understood.
Private deposits so taken consist of "savings"—that is, currency or credit not
created by the process of the loan, but withdrawn from the flow of currency and
credit adapted to the floating supply of goods. Conceivably also a capital credit

bank might issue its own debentures for sale in the open market (if its operations

were adjusted so that it was making an interest profit), but these again would
have to be limited to the commercial operations of the capital credit bank, since,

in this case, it would have to bid for savings and for that purpose would have to

offer an interest rate. The public and quasi-public functions of the bank would
have to be financed primarily through the creation of reserve credit.

A system of such banks might be either.

(1) created as a division of existing commercial banks;

(2) created as a new national or regional system; or

(3) created dividing the various capital banks functionallly, as capital credit

banks primarily interested in transportation; others primarily interested in partic-

ular lines of manufacture; others particularly for the purpose of serving quasi-

public and public needs.
It probably is not practicable to construct a system of this kind out of the exist-

ing commercial banking field. This is not because of any inherent impossibility.

It is because commercial bankers have been trained for generations in the classic
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system—that is, that the job of their bank was not to supply capital. The training

was right in connection with their present function; but it is, of course, wrong
when they are asked to perform an almost exactly opposite function. The real

difficulty would lie in securing men of elasticity and training. Logically, if private

units were used as a base for all or any part of such a system, the solution would
be to permit existing banking firms to apply for charters as capital credit banks,

where the record of the investment banking firm demonstrated that it was suc-

cessful in applj'ing capital to the creation of the need for plant. This could not

be satisfactory as an entire solution, however, because investment bankers have
been, naturally enough, trained only in the pure profit system. They could,

perhaps, handle that part of the capital credit banking machinery designed

merely to serve private and commercial needs. For the quasi-public and public

needs, one would expect to find personnel rather in the younger men who had
been trained in nonprofit systems, such as savings banks or mutual life-insurance

companies, and who would, under a new system, be performing much the same
functions which they had been doing up to the present, except that instead of

having to think of securing repayment of the loan plus a commercial interest rate,

they would now have to think only of securing repayment of the loan plus a nom-
inal interest rate for the purpose of paying running expenses, plus an added amount
collected as a reserve against losses.

The regulations governing the administration of such a banking system ought
to be so framed as to free them from the regidities which now obstruct the flow of

capital. For instance, a capital credit bank which holds a portfolio of bonds or

obligations, not primarily designed for resale, can do a number of things impossible

in the investment market. If it is dealing with a commercial instrument it can,

for instance, demand a base rate of interest, but make it flexible, so that in a good
year more is paid, in a bad year less is paid; so that, in a word, a rigid interest rate

does not assert a constant pressure against the industry at a time when the industry

may not be able to pay it. In this respect, it would be possible to put into effect

the theory recently expressed by Mr. Jerome Frank, namely, that in a large

measure, and in many fields, a fixed or rigid interest rate no longer conforms to

commercial need.
(e) Interest rates, public and private

In quasi-pubUc or public fields, the flexibility must be even greater. There,

the community as a whole is paying for the wealth; and there is no real reason for

an interest rate except to set up a reserve for the inevitable mistakes which are

made when construction is undertaken which does not add to the wealth of the

community. The only other use for an interest rate in this connection would be
to discourage the tide of construction when it appeared to be too high. The amor-
tization rate could be made flexible, but there is a solid reason for its existence,

namely, to complete the supply of capital credit in accurate relation to the existing

capital assets. Yet the amortization might be made flexible so that at any given

period it did not bear too heavily. We are merely at the threshold here of a long
exploration of financial method which has yet to be done.

FinaUy, the capital credit banking system must justify its existence as much
by enlarging the basis for capital operations, as by supplying the capital opera-
tions which are now conventional. Probably the most constructive contribution

it will make will be opening up a new layer of enterprise, which is not now com-
prehended within the private profit field. For this reason, I have ventured to

emphasize the quasi-public and public elements involved. A single illustration

may suffice.

According to the hospital survey of New York (United Hospital Fund of New
York, 1938) New York City alone will need, over the next twenty years, in cap-
ital construction for hospitals (land, buildings and equipment) an investment of

$428,000,000. This is not to create a millennium, but to keep the health plant
of New York City approximately at par.

Humanitarianism aside, this represents a possible construction market of nearly
half a billion dollars in a single acti\ity, and in a single city. It is simply absurd
to say that there is no outlet for capital constructive al^ility with this sort of need
in existence. It is possible over a period of, say, thirty or forty years—within the
life of the hospitals—for New York City to borrow and repay a half billion dollars.

It is probably not possible for it to borrow and repay a billion dollars—the amount
of capital construction doubled by the interest rate—without sacrificing a huge
amount of other, needed, construction. Eliminate the interest rate, and you have
uncovered a new market. It is true that instead of being organized by a private
enterpriser, this new market is organized and put into action by public or semi-
public bodies; but the economic effect of this construction is quite as great as

though a private enterpriser had decided to build a half-billion dollar railroad.
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A major objective of the capital credit system must be to open up, as an enlarged
field of activity, necessary non-profit enterprises quite as much as necessary profit

enterprises.

How rapidly a capital credit mechanism will need to develop this class of enter-

prise need not be discussed here. Were there a general stoppage of industry in the
country, it might have to develop such enterprise with great speed. If such devel-

opment is not needed now (1 personally think a great deal of it is needed), the
powers of a capital credit banking system to that end still ought to be in existence

as an insurance policy against the next depression.

There has been some discussion of the type of security which a capital credit

bank should be able to buy. The extremely conservative policy suggests the pur-
chase of high grade securities only, leaving capital which should be repressented

by first or second lien securities to shift for itself. The more radical conception
is that the capital credit bank should be prepared to buy anything, including
equities; that, indeed, it is more important that it should purchase equity secur-

ities which do not find ready market than seasoned or top securities which do.

The fear arising from this latter proposal rests, of course, on the fact that where
the bank purchases securities which carry management power with them, the bank
becomes a potential owner and operator of business. There is perhaps no reason
for attempting to resolve the controversy here. Obviously, capital credit banks
cannot become vehicles of general control of great chunks of miscellaneous indus-

try; there is no reason to assume that this type of "banker control" would prove
more satisfactory than the banker control exerted by the investment banking
groups. Yet if it is recognized that today management has very little to do with
ownership, and that the important thing in business enterprise is to get a good
manager and watch him, it may well be that an intermediate use of junior lien

securities might be worked out. This is mentioned merely as indicating that the
range of measures available is such as to make a number of solutions possible,

avoiding either the danger of too much management by the bank, or the danger
of leaving it in a wholly helpless position.

IV. THE NECESSARY CONTROLS

The controls of such a system are so important that they justify a separate word.
Briefly, controls must be in existence which will prevent the creation of currency
and credit for capital purposes from so increasing the supply and circulation of

currency that it will affect the price level. This is the effect looselv called "infla-

tion."

(a) Open market operations

The classic reason why commercial banks did not like to create credit or cur-

rency against a capital loan was a thoroughly good one. Where a loan was
extended and bank credit or currency created for the purpose of bringing into

existence a supply of floating goods headed for consumption or final use, the supply
of currency and credit, though it was increased, met an equivalent increase in the
supply of goods; and the price level was thus kept in balance. But if currency or

credit were created against a static asset, like a building, the currency and credit

operated on the floating supply of goods and not on the building (or at least only
to a limited extent on the building). The currency and credit floated into the
banking system. Since the floating supply of consumers' goods is more or less

constant, it is obvious that the price level could be thrown out of gear at once
were any considerable part of permanent or capital assets coined into currency,

and the currency turned loose on the community for use in buying and reselling

consumers' goods. For this reason, every banker has been firmly taught that the
creation of currency and credit cannot be legitimately used where it is based on
capital assets. The famous experiment of creating currency against capital assets

by the issue, during the French Revolution, of assignats based on land, has been
the classic illustration. That same danger exists in any capital credit banking
system where bank credit and currency can be created against a capital loan.

It may be noted, in passing, that this precise danger exists in the United States

at this minute. In practice, we are doing just this under our existing fiscal system.
Because the capital markets have been closed, we have entered into a public

works program. We have financed that program by issuing government bonds.
The bonds have been in large measure sold to the banks; and the banks have
paid for them by creating deposits—that is, currency. We have been, in a
word, creating bank credit and currency against public works, represented by
government bonds. So long as this is kept within reasonable limits, and so long

as there is not vigorous commercial demand for loans, there is no inflationary

i
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effect. As the amount of such credit increases, however, and in the event of a
business ui^turn, there may be danger that the amount of bank credit and cur-
rency created, coupled with a rapid increase in the speed of its circulation, wiU
upset the price levels and have, therefore, an inflationary effect. In coping with
this danger under a capital credit system such as that here suggested, we are
merely coping with a danger with which we must deal in any event.
The logical answer to a supply of currency and credit unduly expanded lies in

the ability to reduce the amount of that currency and credit by appropriate
reserve banking control. The principle has been established in the so-called
"open market" operations of the Federal Reserve System. By selling bonds at
any given time in the open market, the supply of bank credit and currency is

reduced to any needed point.

Though this establishes the principle, the amount of bonds held in the Federal
Reserve System at the present time, and its consequent buying power, is not
sufficient to expand or contract the amount of bank credit which would be created
by a capital reserve system. For that matter, it is not sufficient to contract
adequately the supply of currency and credit we have out today; and its opera-
tions to be effective would have to be augmented by Treasury" operations such
as the resterilization of gold and other similar processes.

What is needed thus appears to be an "open market power" on a national
scale, operated by the Treasury and the Federal Reserve combined, or by the
Federal Reserve acting for the Treasury, as the case may be, by which there
could be sold to banks government bonds in volume sufficient to demonetize,
when necessary, any dangerous excess of bank credit and currency.

It is true that the banking system would have to accept the responsibility for
operations of this kind. I believe that bankers generally are prepared to do this;

that they do not claim that the banking community, like a House of Lords, can
exercise a veto on social and national policies by the threat of throwing the
currency system out of gear; that they realize their business now is to maintain
a smooth, adequate, and effective flow of currency and credit.

There are, of course, subsidiary open market operations which would produce
similar result. For instance, the capital credit banks could sell their own de-
bentures on a large scale. Or they can sell the paper they held out of portofolio
to commercial banks; and may well adapt the type of paper they buy with that
in mind.i In combination, these should produce the possibility of open market
operations adequate to maintain the supply of currencj^ and credit on an even
keel in relation to floating goods, and therefore avoid inflationary effects on the
bank level.

The steady amortization of loans made from a capital credit S3'stem would in
itself act as a steady brake on undue expansion of the currency and credit system.

If necessary, the reserve powers of the Treasury in connection with sterilization
of gold and the like could be called in as an added factor, though if the Reserve
System is properly run there should be no need of this.

(b) Use of the interest rate

Decisions as to open market operations are inherently the province of the
Federal Reserve System. That System is charged with the responsibility of
keeping the supply of bank credit and currency in approximate order; and for
this reason a capital credit system must be keyed into the Federal Reserve which
can, when necessary, accelerate or slow down the operations of that system by
requiring higher or lower interest rates, or by stiffening amortization terms.
When necessary, the Federal Reserve would supplement these by balancing open
market operations; and if a situation is really serious, it should be in a position
to reciuest the Treasury to use its extraordinary powers to assist.

(c) Limiting or suspending rediscount privileges

A second great control must be the power of the Federal Reserve to limit or
suspend rediscount privileges whenever necessary to prevent expansion of the
supply of currency and credit. This is the logical extension of its power to raise
the rediscount interest rate. When capital expansion proceeds too fast, the
logic of the situation calls for limiting creatdon of credit for that purpose. Enter-

1 For example, a long-term loan might be represented by serial notes. As the maturity of any note ap-
proached within, say, a year or two, the note becomes available for sale to a commercial bank. Again, if

bonds are purchased with a low interest rate, it will be perfectly possible to divide them so that part of the
bonds carry a rate of interest making them attractive in the open market, while the balance of the bonds
carry only a nominal rate of interest. In this way, part of the securities would always be available for
resale.
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prises desiring capital will then have to bid for savings in the open market; and
open market operations by the Federal Reserve can even restrict, were it abso-
lutely necessary, the amount of savings which could be easily diverted.

Summarizing, the three major controls must be these:

(1) Open market operations on a large scale, which might be carried on bj- the
Federal Reserve in conjunction with the Treasury, and would presumably dove-
tail with the entering of the Federal Government into the bond market;

(2) The right to raise and lower rediscount rates, and by regulation to require
the credit banks to raise or lower the interest and amortization rates they charge;

(3) The power to limit or suspend rediscount operations altogether.

V. CONCLUSION

Certain points may be touched on in conclusion.

It is sometimes said that any idea of capital credit banking is "radical". This,
though not argument, is worth a word of examination. Actually, it will be found
that most businessmen engaged in actual production—that is, businessmen who
are not in banking—are pretty clear themselves that there must be some redical
overhauling of the banking system. Faced with the constriction of economic
activity as it flows through the bottleneck of finance-capitalism as at present
organized, they seek avenues of escape.
The radicalism of the suggestion fundamentally lies only in a single field.

Control over economic expansion today lies chiefly in certain groups mainly
allied with the investment banking operation. Development of capital credit

banking undoubtedly does shift that control. New centers are set up; centers
which should be more responsible to the public, and carried on by groups which,
by their nature, assume greater responsibility for maintaining a continuous
economic flow.

No mere change of the capital banking system will supply the ultimate and
basic need for men and organisms whose actual busine.'=« is organizing production
for the creation of useful wealth. Private enterprise has done this almost entirely

in the past. Private enterprises, quasi-public groups and wholly public groups
may have to do so in the future. No one now can foresee the ultimate nuclei;

and, indeed, a banking system should be so organized that it will permit any
effective nucleus to be used, as economic logic may dictate. The drive which
sets men to work is quite as much moral as financial. Plenty of energy certainV
exists in the United States. Work like that of LaGuardia in New York, of Nathan
Straus in the housing field, of Lilienthal and Morgan in the electric-power field,

efforts of hosts of men in less spectacular areas is quite as significant, today, as the
work of a Harriman, a Huntington, or a Carnegie of yesterday. Both types are
creators of wealth; and we need not undertake to decide which, in the long view,
is most needed. A credit system can be evolved which will furnish all the neces-
sary material to put both groups to work, if needed. But the will to work pro-
ceeds from the desires of men to create something useful, M'hether for profit, as

monuments to themselves, or out of a purer spirit of public service or altruism.

VI. RECOMMENDATIONS

It seems to me that the T. N. E. C. can now, and should promptly recommend
three things:

First, that there be drawn, passed, and put into operation, a bill creating a
Public Works Finance Corporation, with suitably guarded rediscount privileges

at the Federal Reserve Bank. This would make it possible for the self-liquidating

Public Works Agencies of the United States Government to finance directly,

instead of through a Federal project. Like privileges could be extended to the
municipalities and local units, so that housing, hospitals, and other necessary
local improvements could be carried on, without reference to the Federal project.

Such institutions could quote any rate of interest which was necessary to get the
business done. The rate of interest ought to be almost nil in a nonprofit enter-

prise like a hospital, and running up to commercial rates in a straight business
proposition.

Second, that a bill to insure loans for a small business be drawn and passed.
This would mean that the small enterprise had just as good access to the capital

markets and to banking facilities as the large corporations. It would put the
small man who cannot finance internally on a par with large corporations.
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Third, this committee should appoint a special subcommittee, to study out
and to report to the next Congress, a bill providing for capital credit banks,

whose business it should be to provide capital for those enterprises which need it,

when they need it; and it should make that capital equally available to the Gov-
ernment or to local units for public work, when public enterprise went into action,

or to private enterprise when private enterprise, either new or old, needed the

assistance.
With these three bills, we should have the elements for a modern financial tool

kit. These would not solve all our problems. They are no panacea, but they
would give tools so that initiative and ideas could go to work, and so that our
financial system could do what is expected of it, namely, to permit men, materials,

and ideas to combine in satisfying the obvious needs of the country; and in

meeting the increased demands which the less fortunate part of our population

properh' make on the system as a whole.

Exhibit No. 621

Estimated expenditures for c-Aton articles by nonrelief families* July 1935-June 1936

[Preliminary, subject"to revisions]
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Retail price, approximate amounts of consumer's dollar going for lint cotton, for
manufacluring , and for transporting and distributing for specified items of cotton

textiles

[Preliminary, subject to revisions]

Item

Men's Clothing:
Overalls
Pants, work
Shirts, work
Shirts, dress
Underwear:

Shirts
Shorts

Socks, dress
Socks, work

Average Men's Clothing (un
weighted).

"Women's Clothing:
Dresses, house -.

Dresses, house .-

Dresses, street-

.

Slips •

Slips.-.. .-.

Nightgowns
Nightgowns
Stockings

Average Women's Clothing (un-
weighted).

Girl's Wear:
Dresses, school.
Slips
Nightgowns
Union Suits
Vests
Panties

Average Girl's AVear (unweighted).

Boy's Clothing:
Overalls
Overalls
Pants, Short
Pants, long
Pants, Knickers

-

Suits
Shirts
Shirts
Shirts, Polo
Undershirts
Shorts
Union Suits
Pajamas

Average Boy's
weighted).

Clothing (un-

Infants' Wear:3
Diapers

Average all wearing apparel (unweighted)

.

Household Goods:
Mattresses (50-lb.).

Comforters
Blankets (single)...

Blankets (double)

.

Sheets (81x99)
Sheets (81 x99)
Sheets (81x99)
Pillow Cases
Towels (Terry)
Towels (Huck)

Unit

Pair..

Each-

Each
Pair.

Each

Pair.

Each

Pair.

Each-

Pair.

Dozen --

Each.

Selling

at Retail
for

$1.00
1.00
.69

1.00

.25

.25

.19

.10

.59
1.00
1.59
.39
.59
.59
.69
.25

.71

.59

.79

.79
1.69
1.19
.59
.39
.59
.29
.19
.19
.33
.59

.63

.59

1.99
1.00
2.88
.59
.79
.89
.23
.25
. 16?^

Cents for each dollar at retail goes for

Lint Cot'
toni Mfging.

56

53

Trans-
porting
and Dis-
tributing

34

38

Total

100
100
100
100

100
100
100
100

100

100
100
100
100
10)
100
100
100

100

100
100
100
100
100
100

100

100
100

100
100
100
ion

100
ion
100
100
100
100
100

100
100

100
100
100
100
100
100
100
100
100
100

' Based on Lint Cotton at 8 cents per pound except for mattresses; lint cotton for mattresses at 6 cents

per pound.
' Some Infants' wear items included under Girls' Wear and Boys' Clothing.



CONCENTRATION OF ECONOMIC POWER 4081

Jtetail price, approximate amounts of consumer's dollar going for lint cotton, for
mamifacturing , and for transporting and distributing for specified items of cotton

textiles—Continued
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Rochester has several thousand families who are receiving some form of public
assistance. Nearly 5,500 heads of families are employed on W. P. A. projects.
The regular program of the Federal Surplus Commodities Corporation, under

which the Government buys surpluses direct and donates them to state weKare
agencies for distribution for relief purposes, will be continued for the present in

all areas except Rochester and five other experimental cities yet to be named.
Two variations of the food-stamp plan, both of which are voluntary, will be

tried out in Rochester, it was announced. Under one, W. P. A. workers may
request that an amount equal to $1 a week for each member of the family be
deducted from their wages. Such workers will receive orange stamps good for
the purchase of anj^ food in an amount equal to that which they have asked to
be deducted. While the $1 a week for each member of the family would be the
minimum amount which could be obtained, such workers will be eligible to
obtain orange stamps of a value up to approximately $1.50 a week for each member
of the family if thej^ wish. In addition, blue stamps, representing fiftj' percent of
the value of the orange stamps issued to each person and good only for foods
designated as surplus, will be given free.

The other plan makes the same minimum of $1 in orange stamps and maximum
of about $1.50 in orange stamps available for purchase by the person receiving
general relief, old-age assistance, aid to dependent children, and aid to tlie blind.

With every one dollar purchase of orange stamps, these eligible persons will

receive free fifty cents in blue stamps good for exchange for certain designated
surplus foods at any grocery store. Arrangements are now being worked out for

redemption of the stamps locally by grocers who accept them for food. The
stamps will be redeemed by the Government from fvmds already available to the-

Federal Surplus Commodities Corporation. These are the same funds now being
used to purchase surplus commodities for donation to state welfare agencies.
Stamp books, similar to those used for postage stamps, and including both

orange and blue stamps in a ratio of two to one will be made available for pur-
chase by eligible persons in Rochester at places yet to be designated. The value'

of the orange stamps in the book will range from $2 to $10. While the surplus
food products, for which blue stamps will be used, have not yet been officially

designated, some of those on the list are expected to be the same as those the-

Corporation has purchased and distributed in the past. These probably will

include such commodities as butter, grapefruit, oranges, dried fruits, beans, and
eggs. Fresh vegetables might be added as they come into surplus later during:

the season.
Announcement of the selection of other cities in which the plan will be tried!

will take place after surveys now under way are completed. It is planned tO'

announce the remaining cities one at a time. The remaining five cities to be
designated for trying out the food stamp plan experiment will be in widelj' scat-
tered sections of the country and will be selected as soon as possible.

In announcing the launching of the food-stamp program. Secretary Wallace-
said, "At the same time that many American farmers suffer from producing too
much, millions of American families suffer from not having enough to eat.

"Unused farm surpluses don't mean real abundance at all. Often they mean
waste and scarcity—substandard diets for millions of town and city families and
ruinous incomes for farm families. The demand for many of the most health-
giving foods—such as fruits, fresh vegetables, butter, eggs, and milk—is influenced
greatly by the size of city families' incomes. If they have enough money, they
buy these foods freely. If their incomes shrink, they buy far less of the protective
foods that are necessary to a balanced diet. Then farm surpluses pile up and go
to waste.

"As long as people in this country lack food, the sensible thing to do with farm
surpluses is to make them available to undernourished people, so far as that is

possible. This will not solve the whole farm problem, of course, any more than
it will solve the whole relief problem. But it can go a long way toward helping
both farmers and consumers. Farmers need a broader market for their products,
and low-income consumers need a more adequate diet.

"The food-stamp plan will give eligible families a chance to increase their pur-
chases of surplus vitamin-rich foods. Estimates liave been made that many
millions of people in the United States spend an average of $1.00 a week, or less,

for food for each person. That is not quite 15 cents a day; about a nickel a meal.
Sucli wholl}' inadequate expenditures mean price depressing surpluses for farmers
and diets for low-income families inadequate to naaintain minimum standards of

health. Other studies indicate that, on the average, $1.50 a week is the smallest

sum that will provide a city dweller with an adequate diet. The food-stamp plan
is designed to achieve this objective.
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"As I have already stated, if the new plan succeeds it will make three distinct
oontributions to the public welfare.

"1. It will get more surplus farm products into consumption. That will help
agriculture.

"2. It will provide more and better food for low-income families. That will

improve the public health and benefit the future of our people.
"3. It will increase the volume of merchandise moving through the normal

channels of trade. That will help all business.

"As the new plan is tried out, I am confident it will have the cooperation of

farmers, housewives, and businessmen. This is a splendid opportunity for us all

to prove that united effort is the way to plenty."

Exhibit No. 623

United States Department of Agriculture

Federal Surplus Commodities Corporation
May 1939.

The Food-Stamp Plan

m'hy it is being tried out and how it will work in rochester

A new way of distributing surplus foods is being tried out in Rochester. In-
stead of giving surplus commodities to States, counties, and cities which in the
past have distributed them to people receivin£> public aid, the Federal Govern-
ment will give food order stamps to these people directly. The stamps, which
will be colored blue, can be taken to grocery stores, where they can be used to
obtain surplus foods as additions to the present family food supplies.

Everyone who has been eligible to receive surplus commodities in the past wiU
now be eligible to apply to receive food stamps. In addition, Rochester people
working on W. P. A. jobs, and all other persons receiving or certified for any form
of public aid, can get the stamps if they want them.
The food-stamp plan is being carried out bj' the Department of Agriculture in

cooperation with city, county, and State welfare agencies and the grocers of

Rochester. The idea is to make use of some of the farm products of which there
has been a surplus because people did not have the money to buy them. Many
families have been going without enough of the foods that are needed to keep
children and grown-up people healthy, at the very same time that farmers had
more of those foods than housewives could buy.
The main idea of the food-stamp plan is the same as the idea of the commodity

distribution that people in Rochester are familiar with—to use part of the farm
surplus to give city families a chance to have better balanced diets. However,
the stamp plan is different from the old distribution plan as it operated at Still-

son Street Depot.
In the future there will not be any surplus commodity depots for Rochester

people. The Department of Agriculture will name the surplus-food products.
People using the stamps can go right to grocery stores that are cooperating in

the program and use the surplus-food order stamps to get any of these surplus
commodities that they want. People using the stamps will have a wider variety
or surplus commodities to choose from than they had at the distribution depot.
The surplus-food stamps will be colored blue. One will be given free with every

two orange stamps purchased. The orange stamps will be good for the purchase
of any food usually sold in a grocery store. The people who are eligible to receive
the blue stamps free must pay 25 cents each for the orange stamps. Each stamp,
whether orange or blue, is good for 25 cents worth of food. For each $1 worth
of orange stamps bought, the family will receive 50 cents worth of blue stamps
free. For example, a family which buys $8 worth of orange stamps will get $4
worth of blue surplus-food stamps without extra cost.

Details of how to get the food stamps and how to use them are given in the
following questions and answers.

1. Q. What kinds of stamps will be issued?
A. Blue stamps and orange stamps. The blue stamps will not cost anything.

They can be used only for obtaining surplus-food products. Each one will be
good for 25 cents worth of these foods. The orange stamps will cost 25 cents
each, and each one will be good for any food product, whether it is surplus food
or not.



4084 CONCENTRATION OF ECONOMIC POWER

2. Q. What foods are surplus?
A. The products which the Secretary of Agriculture has declared to be surplus

and which are listed in the Federal Surplus Commodities Corporation Bulletin
as food products for which blue surplus-food order stamps may be used. The
first bulletin will probably include such commodities as butter, grapefruit, oranges,
dried fruits, beans, and eggs. Fresh vegetables might be added as they come into
surplus later during the season.

3. Q. Can the list of surplus foods be changed?
A. Yes. The list may be changed from time to time. If the surplus of a

product is used up, that product will be taken off the list. If the surplus of some
other product piles up, that product will be added to the list. Official lists of

surplus commodities that can be bought with blue stamps will be sent to grocery
stores to be posted there. Any change in the list will be given wide publicity.

4. Q. Will orange stamps be good for anything except food?
A. Yes. Orange stamps can be used to get household articles usually bought

in grocery stores, such as starch and soap. However, orange stamps cannot be
used to get beer, wine, liquor, or any kind of tobacco, or food usually eaten at
stores.

HOW TO GET THE STAMPS

5. Q. Who is eligible to receive food stamps?
A. Any person certified as eligible for public assistance or who is at work on

a W. P. A. project, or any person receiving public assistance under the social-

security program or direct assistance from State, county, or city agencies such
as general or home relief, old-age assistance, aid to dependent children, and aid
to the blind.

6. Q. Can persons certified as eligible for public assistance, but not actually
receiving it, obtain stamps?

A. Yes; they can buy the orange stamps on the same basis as those who are
receiving general relief or public aid under the social-security program or other
forms of public assistance.

7. Q. Can blue stamps be obtained separately?
A. No. Blue stamps wiU be issued only to eligible people who buy the required

minimum amount of orange stamps. The blue and orange stamps will be issued
together, in the same books.

8. Q. Will all books contain the same number of stamps?
A. No. Books will be issued in the following five different sizes to take care

of different size family groups:
$2 worth of orange stamps and $1 worth of blue stamps.
$4 worth of orange stamps and $2 worth of blue stamps.
$6 worth of orange stamps and $3 worth of blue stamps.
$8 worth of orange stamps and $4 worth of blue stamps.
$10 worth of orange stamps and $5 worth of blue stamps.
9. Q. How many stamps can one person get at one time?
A. At lease enough to supply $1 worth of orange stamps a week for each

member of his family. If a man has a wife and two children, he may buy $4
worth of orange stamps for each week between the days on which he gets his

W. P. A. wages or relief payment. If he is paid twice a month, he may buy $8
worth of orange stamps for each pay period. Such a man buying $8 worth of

orange stamps would get $4 worth of blue stamps good for surplus food.
10. Q. Can a person buy more than $1 worth of orange stamps a week for

each person in his family?
A. Yes. If he wants to he can buy orange stamps at the rate of about $1.50

a week for each member of his family.
11. Q. How will a person employed on a W. P. A. job pay for orange stamps?
A. If he requests, deductions will be made from his wages to pay for the or&nge

stamps he will be eligible to buy. For example, if he gets $20 each pay day and
is eligible to purchase $8 worth of orange stamps for the two-week period he will,

if he requests, receive a check for $12 and with the check will receive $8 worth of

orange stamps, to.f'ether with $4 worth of free blue stamps.
12. Q. How will a W. P. A. worker apply for stamps?
A. He will be given a form to make out, and on this form he will tell whether

he wants the minimum amount or maximum amount of orange stamps he is

eligible to receive each pay day.
13. Q. Whet-e can W. P. A. workers get application blanks?
A. They can get application blanks from their project foreman.
14. Q. How will eligible people other than W. P. A. workers get orange stamps?
A. They can buy the stamps with cash from their relief payments. They can
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cash their checks as they have in the past, and use part of the money to buy the
orange stamps.

15. Q. Where will stamps be on sale?

A. At the Old Post Office Building, on the corner of Fitzhugh and Church
Streets.

16. Q. Will identification be necessary in order to buy orange-colored stamps?
A. Yes; it will be necessary for each eligible person to bring the special iden-

tification card that will be mailed to him for this purpose, in order to be able to

buy the stamps.
17. Q. If, rather than use his stamps, an eligible person needs to get all or a

part of his money back on the orange-colored stamps he has purchased, may he
do so?

A. Yes, if because of some emergency he needs to, he can get his money back
on the orange stamps he has not used provided the person to whom the stamps
are issued returns them together with blue stamps in the same ratio in which
they were received.

HOW TO USE THE STAMPS

18. Q. What stores will accept stamps in return for food?
A. All grocery stores that wish to take part in the plan.

19. Q. Can the stamps be used in grocery stores outside the city limits?

A. No; not during the first few months while the plan is being tried out.

20. Q. Can stamp books be traded or sold?

A. No. They can be used only for food and only by the families to whom they
are issued. Any holder of stamps or grocer who misuses them will be guilty of

a misdemeanor and subject to a fine and imprisonment.
21. Q. Can stamps be used to pay a bill or an account already owing to a

grocery store?
A. No. Stamps cannot be used to pay old bills or accounts.

22. Q. Will stores accept stamps that have been taken out of books?
A. No. The stamps must be taken out of the books at the time they are

used in making purchases.
23. Q. Can anyone besides the person to whom the stamps are issued use them

in grocery stores?

A. Yes; either the person to whom they are issued or a member of his family

may bring the book to the grocery store and use the stamps for food. If the

grocer does not know the person who brings in the book he can require that person

to identify himself.

24. Q. Must persons save the books after all the blue and orange stamps are
used?

A. Yes; because the empty covers must be turned in before new books can be

bought. This will be true of all book covers except those bought the last time.

These must be turned in at the time the next purchase of stamps is made. For
example, if an eligible person gets his first book of stamps on the 15th of the

month, he can get his second book on the last day of that month or during the

early part of the next month without turning in the covers of the book purchased
on the 15th. However, before he can get his book of stamps on the 15th of the

next month he must turn in the cover of the book he received on the 15th of

the month before. W. P. A. workers also must turn in empty books which are

more than one pay period old.

25. Q. Can an eligible person buy additional stamps if he loses the cover or

the book that was issued to him previously?
A. Yes. A person who loses a book or cover will be eligible to buy additional

books in the prescribed manner if he signs an affidavit form to the effect that

there has been such loss.

26. Q. How can the stamps be used in stores?

A. Grocers will accept each stamp at its full face value. One 25 cent orange
colored stamp is good for 25 cents worth of any food. One 25 cent blue stamp
is good for 25 cents worth of any food that is on the surplus list.

27. Q. Can orange colored stamps be used for food of the kind that is usually

eaten at the grocery store?
A. No. Orange'stamps cannot be used for food which is usually consumed on

the premises of a store.

28. Q. Will a person using blue stamps to buy foods on the surplus list get

exactly the same products as people who pay cash?
A. Yes; and at the same price.

29. Q. Can grocers give change to customers using blue or orange colored

stamps?
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A. No.
30. Q. If food that costs less than 25 cents is bought can stamps be used?
A. Yes; if the grocer will agree to give the customer credit for future delivery

of surplus food if a blue stamp is given to him, or credit for future delivery of any
food if an orange stamp is given.

31. Q. If food is bought that costs more than 25 cents but less than 50 cents,
or more than 50 cents but less than 75 cents and so forth, what can be done?

A. The holder of the stamps can do one of three things: (1) He can pay in

cash the amount over 25 cents or 50 cents or 75 cents as the case may be. (2) If

the grocer will agree, the holder can get credit fur future delivery of surplus food
if a blue stamp is given, or the holder can get credit for future delivery of any
food if an orange stamp is given, or (3) The holder can increase his purchase of
surplus food up to the value of the next blue stamp or his purchase of any food
up to the value of the next orange stamp as the case may be.

32. Q. Will surplus commodities be distributed from relief depots to Rochester
people as they have been in the past?

A. No; not while the experimental food stamp plan is in operation.

Exhibit No. 624

Statement of Dr. Will Alexander, Administrator Farm Security Admin-
istration, Introduced into the Record at the Hearings on Savings
and Investment Before the Temporary National Economic Committee,
May 24, 1939

Approximately 3,000,000 American farm families are existing today on abnor-
mally low incomes and at unwholesomely low standards of living. Many are in
extreme poverty. Almost 2,000,000 rural families were on relief in 1935; and
relatively few of them are better off today.

Both as producers and as consumers, this group of low-income farm people
has been forced to retain primitive standards in a modern world. While American
industry has adopted turret drills and automatic machine processes, these families
have continued to cultivate the land with one-row, horse-drawn equipment and
hand tools. While the big commercial farms have adopted highly efficient

machinery and modern agricultural methods, most of these 3,0O0,060_ families
still use the same farm management patterns which were common a century ago.
While the tides of technological progress have swept on across the country, this

group has been left to one side in a sort of stagnant eddy. The effects of this

poverty and technical inefficiency on the national economy are little realized.

In 1930 the census reports revealed that about 90 percent of the farm products
going to market came from 50 percent of the farms. The other half of our farmers
were receiving only one-tenth of the gross cash income from agriculture. Since
that time, the growth of industrialized farming has continued to squeeze the more
poorly equipped farms out of the commercial market.

At the present time, it is probable that nine-tenths of the farm market is supplied
by considerably less than half of the Nation's farms. Mechanization—which
usually is associated with large-scale, commercialized farming—has continued at
a rapid pace. There were 1,527,989 tractors on American farms on April 1, 1938,
more than a third of which had been purchased since 1935. More tractors were
sold in 1937 alone than v/ere in use on all American farms in 1920.

As a result, many thousands of tenants and sharecroppers have been forced
down to the status of day laborers, with little chance for more than a few month's
work a year. On a typical Delta plantation, for example, the introduction of

tractors and four-row cultivators reduces the necessary number of tenant families
from 40 to 24. Other technological improvements, together Avith mechanization,
have greatly decreased the demand for farm labor. Today it is possible for this

Nation to meet the normal requirements in farm production, both domestic and
foreign, with 1,600,000 /ewer workers than in 1929.

In the face of this declining demand for farm labor, the farm population still

is growing faster than any other group. The annual increase in the working farm
population is now about 445,000 persons. In the past, most of these people would
have sought work in the cities, or would have opened up new landa on the frontier.

Today the majority of them have no alternative but to join the army of migra-
tory farm laborers, already swollen far beyond normal needs by the families

forced off the land by drought and mechanization.
To make matters worse, the largest increase in population is taking place in the

areas with the least economic opportunity. The 400 counties with the lowest
living standards are the very ones with the fastest growth of population.
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In five rural problem areas—regions with much poor land, low income, and high

birth rates— 15 to 20 percent of the families were on relief in 1934 and 1935, or

twice as many as in "normal" areas. Federal aid has amounted in some problem
area counties to $200 for each man, woman, and child. In other rural areas the

average is below $50 per capita.

The cities offer no haven for this huge surplus agricultural population, because
labor-saving machinery has been steadily decreasing the demand for industrial

workers. By the middle of 1937, industrial employment had recovered to about
the 1929 level; but unemployment had increased by about 4,000,000—approxi-

mately the number of new workers added since 1929. Five years from now, there

will be another 5,000,000 new potential workers, nearly half of whom are growing
up in farm families.

These problems of surplus population and technological change have been
superimposed on a number of less spectacular but even more deeply-rooted

maladjustments in our rural economy. For generations the nation's agriculture

has been gradually undermined by unsound tenure systems, careless and un-
scientific tillage practices, widely fluctuating markets, and an appalling wastage
of our most important capital asset—the land—through soil erosion. Rural
poverty is not an emergency condition, which might be cured automatically by
an upturn in the business cycle. Its symptoms were familiar long before the

Civil War. For more than a century they compelled the United States to carry

on a liberal program of rural relief, under the guise of free land. Until recent

times, any farmer who lost his property through foreclosure, or whose acres were
exhausted by erosion and one-crop tillage, could move to a new homestead in

the west. Today this easy solution is no longer possible. Free land, capable of

producing a decent living has disappeared; and we have at last been forced to

seek new methods of dealing with the problem of poverty among farm people.

The low income and low living standards of the bottom third of our farm popu-
lation has shut them out of our productive economy—excluded them as effectively

as if they were in another nation. Since they lack the essential capital equip-

ment in adequate land and tools, they are necessarily unproductive. They co-n-

tribute few goods and services, and they are able to buy only the barest necessi-

ties. They represent an untapped potential market far more important than
most Americans realize.

The list census disclosed that even in "prosperous" 1929, about 1,682,000 farms
reported a gross income of less than $600—and that figure includes all farm operat-

ing exT^enses, and all foodstuffs raised for home consumption. A more recent

study by the National Resources Committee indicated that in 1936 more than
1,690,000 farm families had an average income of less than $500 a year; and nearly

half of these families had incomes of less than $250 a year. In other words,

about 4,000,000 farm people were trying to eke out an existence on an average
income of about $1 a week.
The substandard living conditions which a large share of our farm population

must endure inevitably means bad health—which imposes heavy costs on the

national economy. Malaria, which is largely due to lack of window screens,

takes a tremendous toll of labor efficiency, particularly in the South. When a
family is so poor that it cannot even aff"ord an outdoor privy, the probability of

hookworm infection is extremely high. In one rural county in the South, the

Farm Security Administration recently found that about 60 percent of the school

children had hookworm disease.

In view of the fact that one child out of every ten comes from the 3.000,000

farm families in the lowest income group, the health menace to the national

manpower of the next generation is apparent. It is all the more serious, since

few families in this group can afford adequate medical care.

The number of children who grow up ill-equipped physically, however, is

dwarfed by the number who are ill-equipped mentally. Low incomes cannot
support adequate eduction. The farm population as a whole is expected to

rear and educate 31 percent of the nation's future workers, although the farm
income is only about 11 percent of the national total. Consequently, an adequate
educational system is simply beyond the reach of many agricultural States.

Mississippi, for example, would have to si)end more than 99 percent of its entire

tax revenue for school purposes, if it were to bring its educational expenditures

up to the national average.
It is hardly surprising that the 3,000,000 neediest farm families are consuming

very few industrial products. The extent of their underconsumption is indicated

by the fact that in 1934 more than 25 percent of all American farm homes lacked

window screens; more than a third were unpainted; and an additional 30 percent

needed repainting. More than 70 percent of our farm homes lacked a kitchen
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sink with a drain, and only one out of every ten had an indoor toilet. In the
South nearly one-fifth of the farm homes did not even have an outdoor privy.

If farm homes could be brought up to the American standard of living—or

even to the minimum standards of health and decency—the building industry
would enjoy boom conditions for many years to come. Even in 1929, aboftt

1,500,000 tenant families were living in houses valued at less than $475; and in the
South half of all farm owners were living in homes worth less than $560. Com-
petent engineers have estimated that it would cost approximately $3,500,000
to put our inadequate farm structures in good repair.

A recent study of the purchase of cotton textiles gives an even better indication
of undersonsumption among low income farm families. It disclosed that the
average housewife spends $6.94 a year for cotton wearing api^arel; but if the
family's income is less than $500 a year, her purchases of cotton declines by
nearly one-half. The average husband spends $12.02 annually for cotton cloth-

ing; but his expenditures for this commodity falls by more than half, if the family
income is below $500. Cotton household items, such as sheets and towels,

cost the average family $6.88 a year; but for the income class below $500, this

expenditure falls to $1.64.

The survey also indicated that if family incomes could be raised to a minimum
of $1,500 a year, purchases of this kind of cotton goods would increase by about
$208,000,000 annually. Of this sum, about $110,000,000 would go into manu-
facturing, $70,000,000 into transportation, and $25,000,000 into raw cotton.

Comparable increases, of course, might be expected in the consumption of other
necessities. The survey gives only a hint of the spurt in industrial profits and
employment which might be expected if this low income group could even
approach the American standard of living.

There is no single, simple answer to the problem of rural poverty. Industrial

recovery would provide an outlet for some of the surplus population which is

piling up on the farm; but it would have to go far beyond the 1929 level of activ-

ity and absorb millions of urban unemployed, before migration to the cities could
be resumed on the old scale. Some way may be found to provide a badly needed
expansion of the service employments—particularly education and health—in the
rural areas. A housing program to clear out rural slums may develop in the wake
of the urban housing movement, as it has in other countries. A stimulation of

industry in rural areas, coupled with subsistence farming, might provide a partial

solution.

There is still another method of dealing with rural poverty which has proved
highly successful, and which involves a relatively small cost to the taxpayer. This
is the rehabilitation-loan program of the Farm Security Administration.

Since 1935 the Farm Security Administration has been making small loans—

-

averaging about $350 each—to needy farm families, to enable them to get a now
start on the land. Ordinarily such loans are just large enough to finance the
purchase of the seed, livestock, and equipment necessary to carry on farming
operations. They are repayable over a period of from one to five years at 5-

percent interest.

The government takes a chattel mortgage on all goods purchased with a re-

habilitation loan, and on any other possessions the borrower may have. As an
additional protection for its investment, F. S. A. provides technical advice and
guidance in sound farming methods to every borrower, to make sure that every
penny of the money is used to the best advantage. Each loan is based on a
farm-and-home-management plan, carefully worked out by the borrowing family
and the F. S. A. county supervisor. Such a plan is the best possible guarantee
that the family a ill become permanently self-supporting, and that the govern-
ment's investment will be repaid.

Since this program was started four years ago, the Farm Security Administra-
tion has loaned more than $320,000,000 to 750,000 needy farm families—many
of whom were once on relief. Judged by normal standards, these families were
the worst possible credit risks, since none of them could obtain adequate credit

from any other source. Already, however, they have repaid more than $82,000,000
into the Federal treasury, although much of the money will not be due for four or

five years. It is estimated that approximately 80 percent of the funds loaned
eventually will he repaid with interest. The losses are largely concentrated in

areas of the Great Plains which have suffered several years of severe drought.
The annual net cost of the rehabilitation-loan program-—including all losses and

expenses of administration—amounts to less than $75 for each family aided. This
is without doubt the lowest cost to the taxpayer of any kind of help for needy
families.

Moreover, rehabilitation differs fundamentally from all other types of aid, be-

cause its whole purpose is to help needy families escape the relief rolls and become
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f-suDDorting It has proved eminently successful in achieving this goal. Al-

ou^lThenofmal period of rehabilitation is five years, and the program has been

operation fSonlv four, more than 87,000 families a ready have paid off their

.ns in full and "graduated" into a self-supporting status
^. . , ^

The remain ng flmilies have made surprising gains in their net worth, standards

U ing and calac tv for self-support. At the end of the last crop year a survey

IS mfde of '?32,947 typical rehabilitation borrowers. It disclosed that they

d i^icre!as?d the r net worth-over and above all debts including their obliga-

,ns to the government-by a total of $61,817,903 since they first obtained loans.

s was an average increase of $265.37 per fami y, or more than 3/ percent

At the same time? these borrowers had tripled their production of food for home

nsumpt'on The average family had increased the amount of fruit and vege-

Wes which it canned from 51 quarts annually to 221 quarts; and its production

milk for home use rose from 99 gallons a year to 465 gallons. Comparable

lins were reported in the production of meat and eggs for home use.

ThiJincreW production does not mean competition with other agricultural

easbSise virtually all of the additional foodstuffs were consumed on the

nns which produced them. It does mean better diet aiid better health for the

Sdv and handicaT^ped families which are taking part in this program. In many

is rehabmtat'on borrowers are actually decreasing their production of surplus

•o5, iTcause they are turning part of their land from cash-cropping to subsistence

ThS gains in living standards and purchasing power which have been made by

arm Securi^v Administration borrowers have naturally; resulted m greater pros-

er?tv for thJ nearby communities. The extent to which ocal merchants and

nsiiiessmen appreciate this fact is indicated by a letter which we recently re-

eved frm^Fa^.^ette, Mississippi. It is signed by 73 bankers, plantation owiiers,

irrchants contractors, and professional men of Jefferson County, Mississippi,

""During'thS pSt'three vears we have seen the program grow from 50 clients

t the beSnning of 1936 to nearly 400 at the present time. We have observed

L fact that V erv few families have been closed out during that period and that

abstantial progress has been made by the majority of those on the program. We

ave seeTtheseS improve their standard of living from year to year through

he use of a 'Li4-at-home' program. We have observed them buying pressure

Sokers and fruit jars to carrv out this phase of the program, and later have seen

hrre^ufts theiefrom. We have observed the fact that every encouragement is

i^en tyit thfchildren of these families attend school with adequate books and

lothing We Lve observed that a medical association has been set ^^P "^ the

ountv which insures adequate medical treatment for each famlU^ We have

•bSrved the morale of these families improve from year to year as they progress

nder the guidance and supervision of your local representatives. All of the^e

hS^imp?ess us strongly because, as a whole, they benefit the entire county

,nd the results being obtained are apparent.
, , •

''Natural V we, as businessmen and taxpayers, are vitally interested in any

,rogram which directly affects so many families in our county, and indirectly

ffects^he entire county. We, therefore, wish to express to your conference

ur Unqualified endorsement of the program in this county and our wish that it

!ould be broadened to include hundreds of other low-income farmers who need

his service and have not vet been able to obtain it.
, ,, . i j-j i

^''We commend the personnel of your county unit here for their «Plend,d wo k

ivith these families as evidenced by the progress the families are making and

Sdr confidence rn, and regard for the local f.dn^i^V^tration. We comme^^^^

iher the fine and courteous spirit of cooperation which exists between the local

lersonnel and the citizens and businessmen of this county.
. , , ,

'

''Our coiXion, therefore, is that the effects of F. S. A aid to low-income

farmers in this county has been most beneficial and we are asking for moie of it

The rehabilitation work can no longer be called an experimental Program It

is an effective, thoroughly tested instrument. It has demonstrated that the

neediest farm families fan be restored to a self-supporting, "^dep^^dent s atus^

Manv thousands of them-which once were a burden on the national economy

alreadv have become productive members of the community. Their newly-

created purchasing power is exerting a far-reaching influence on our entire eco-

"""SJ'far^tiwever, the rehabilitation program has never been large enough to

reach more than a fraction of the Nation's most h^^^dicapped and impovenshe^

farm people. F. S. A. field employes recently reported that the} personally

knew of nearlv 400,000 families which were eligible and m urgent need of reha-

bilitation loans, but could not obtain them because the money was not available.

124491—40—pt. 9 39
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Undoubtedly, there are thousands of additional families in equal need, whichhave not appbed for F. S. A. help because they knew that applicants ah-eadvwere being turned away. ^

A large percentage of this group already is dependent to some extent on relief
or IS in danger of being forced onto the relief rolls in the near future The greatmajority of them could climb back to decent living conditions and self-support
at relatively small cost to the taxpayer, if adequate funds were available for reha-
bilitation loans.

Exhibit No. 625

WAR AGAINST DEPRESSION
RECEIPTS AND EXPENDITURES OF FEDERAL

GOVERNMENT, TOTAL 1931-1938

PREPARED ay THE NATIONAL RESOURCES COMMITTEE.
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Exhibit No. 626

HOLDERS OF THE MORTGAGES
ON AMERICAN HOMES

DOLLARS
BILLIONS

1929
SOURCE' FED HOME LOAN B S NK B ARO

1937
DS-IS03 PREPARED BY SEC. a EXCH COMf
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Exhibit No. 627

4095

HOLDERS OF
THE FARM MORTGAGE DEBT

PERCENT
100

1920

OTH ERS
45.6

BANKS
12.1

LIFE.
INSURANCE

COS

^OINT STOCK^
:^LAND BANKS;^

1930

PERCENT
1100

ZuJ^ :m

1938
PRCPiReo BY sec a exc» comu
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Exhibit No. 627

[Chart based on following statistical data appears on p. 4095]

Principal classes of holders of the fartn mortgage debt 1920-1938

[Amounts in millions]

Year
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Exhibit No. 628

OWNERS OF
THE FEDERAL DEBT

DIRECT & GUARANTEED OBLIGATIONS OF

THE U.S. GOVERNMENT - JUNE 30.1938

PERCENTAGES $ BILLIONS
^ 1 00"i—

'',''
. ,

-V',..; -,' :.,
.'' \'4I.4 (TOT AM'T)

28 %
BY INDIVIDUALS &
PRIVATE CORPORATIONS

>

24%
BY INSURANCE

a PENSION FUNDS 1

60

48 %
BY BANKS

40

*V

INDIVIDUALS- U.S. SAVINGS 8
ADJUSTED SERVICE BONDS

PRIVATE CORPORATIONS
,TAX EXEMPT ORGANIZATIONS
>^TATE a LOCAL GOVERNMENTAL

INVESTMENT FUNDS

FEDERAL AGENCIES a TRUST FUNDS

INDIVIDUALS a FIDUCIARY
ESTATES

INSURANCE COMPANIES

MUTUAL SAVINGS BANKS

OTHER COM'L a PRIVATE BANKS

INSURED COMMERCIAL BANKS

FEDERAL RESERVE BANKS

SOUPCE. BvllCTiH Of rne Tl>£iSuf>y DEPl os-'isr "aiPiRia Br sec a excM comu.
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Exhibit No. 628

[Chart based on following statistical data appears on p. 4097]

Principal classes of holders of direct and guaranteed Government obligations and the
estimated amounts of their holdingsj)n June SO, 1938

[In billions of dollars]
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"Exhibit No. 630" appears in text facing p. 3925

"Exhibit No. 631" appears in text on p. 3928

Exhibit No. 632

Tennessee's Industrial Expansion and Its Relation to Economic Inde-
pendence

By Ford L. Wilkinson, Jr., professor, mechanical engineering, University of

Tennessee

Prophecy has its elements of danger. It is too frequently remembered by

others and permitted to return to rest uneasily upon the shoulders of the prophet.

Yet in planning for the future, we must attempt to predict that future largely

in the light of the past. Should the trend of events, based on past perforniance,

lead toward a possibly dangerous future, we may be justified m havmg a few jitters

and "viewing with alarm." j .- • v t j

So it is with the industrial history of the state of Tennessee; and it is beheved

that, while there is much to be proud of in the industrial growth of our state,

there are certain trends that should cause us to become apprehensive of Tennessee s

economic future. ^ ,,.., j ± i e +•„«

It is generally conceded that the entire South is the new industrial frontier.

The reports of investment services are plastered with red lettered captions advis-

ine industrial investors to look southward, and in spite of this fact, they are

actually doing it. In other words, the South is being discovered anew and its

industrial opportunities advertised in the money marts of the East. According

to a recent issue of Chemical & Metallurgical Engineering, investment is new

plants in the Southeast in the process industries alone during 1936 amounted to

$33,870,000—41 % of the total for the whole country.
^, ^ ^, a +v„..

Chambers of Commerce and civic organizations throughout the feoutn are

standing bv to reap the harvest that will come with larger pay envelopes and

increased industrial activities. We are on the verge of a boom from outstde, and

it may be ominous unless we start at once to analyze our condition and plan tor

industrial development.

twenty years of Tennessee's industries

Let us look at a twenty-year period of the past, from 1909 to 1929. This

period has been chosen for the simple reason that accurate data are easily avail-

able While it mav not, and undoubtedly does not, portray present-day indus-

trial' conditions, it indicates some factors that it is thought must be considered

in OUT -plan, if we have one. . ,

Table I has been prepared from the 1930 Census with some additions in the

way of percentages. Industrial establishments have been classified as to value

of products manufactured. Only those establishments producing manufactured

products for distribution amounting to over $5,000.00 per year are considered.

GROWTH OF LARGE INDUSTRY

The increase in the number of large-scale industries is apparent. When we

see that the number of estabUshments whose product value exceeds $1,000,000

per year have increased bv 875% in the past twenty years, we realize that len-

nessee's industrial increase is decidedly along the lines of large-scale manufactur-

ing. These industries accounted for less than 0.7% of the total number of

industries in 1909 and for nearly 6% in 1929.

The gain in the "value added by manufacturing" in this 20-year period is

even more marked. By the phrase "value added by manufacture is meant

the increment created by manufacturing process. It measures the net addition

to the value of commodities in existence, and is calculated by deducting the cost

of materials, containers, fuels, and purchased electric energy froni the value of

products. We can therefore say that this value includes fixed charges on the

investment, taxes, wages, and profit. For those industries financed within the

state, this column would indicate the value to the state from its manufactured

products. Where industry is financed outside the state, only that portion inclua-

\ng wages and taxes could be considered as added state wealth.
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Let us look at this all important column in the light of the increases over the

oast 20 years. The "value added" has increased in the past twenty years for all

industry by 335%, but for those industries whose output is valued at over

$1,000,000 annually the increase has been 1,880%.

This latter large industrial group, comprisnig less than 6% of the total m 19^9,

accounted for 58.5% of the value added by manufacturing ui that year, while in

1909 about 12% of the total, and in 1919, approximately 40%. The trend is

upward. Tennessee is becoming an industrial state more and more, dependent

on large manufactories for its income.
• i „

This has had a very healthy effect on the income of its wage-earning class as

is indicated by the census figures for the thirty-year pemod from 1899 to 1929.

The annual average industrial wage has been reported for Tennessee as follows:

jg99 $324.00 per year

1 ono - $383.00
{mq : $855.00 " "

1929.'I'-"1--I-----"-'-'--'------ $900.00 " "

Therefore we can say that this trend is good. With an increase in the "value

added bv manufacture," the state has reaped untold benefits in increased wages

and taxes. Perhaps that is sufficient reason to consider the history of i ennessee s

industrial growth as most encouraging. But if we look at some more statistical

data, perhaps we mav have misgivings, especially those of us that would like to

see our state sharing more fully in the rewards of industrial development ot

its resources.

OWNERSHIP OF TENNESSEE'S LEADING INDUSTRIES

Table 11 has been constructed to indicate the changing picture of the ten leading

industries in 1919, 1929, and 1933. The percentage of the industry owned

outside the state has been estimated, and these figures are subject to error.

They are based on the known manufacturing establishments in the field and, m
some cases, checked against records of output.

,
,, , ,,,„,..,

It will be noted that in 1919 onlv 38.8% of the "value added by these ten

industries was produced by absentee ownership. In 1929 this percentage had

increased to 64.2 and in 1933 to 70.5. In 1919 then the 38.8% accounted for

19 3% of the total value added bv manufacture for that year, while in 1929 out-

side industrv accounted for 28.4% and in 1933 for 46.05%,-

These are not good years for comparative purposes, as two of them, 1919 and

1929, are peak production years and 1933 is a minimum production year; yet it is

believed that some conclusions concerning Tennessee's industrial tendencies can

well be drawn from these data, if we consider the character of the industrial

efforts represented bv the ten leading industries for these three years.

In 1929, 28.4% of the profits from the ten leading industries left the state. It

may have been more or it mav have been less for all the industries in Tennessee.

This figure for 1929 mav not be alarming in itself, but the trend as indicated by

the 1929 and 1933 figures shows an unhealthy condition. Probably if the data

for 1936 were available, the increase in this direction would be greater.
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CHANGING PICTURE OP INDUSTRY

The change in the character of the ten leading industries iS of extreme interest.

Some new leaders were developed in 1929 and again in 1933. Rayon made its first

appearance in this group in 1929 and assumed second place in all of the states

industrial endeavors. It had climbed to first place in 1933, and Rayon s Handbook

Bhows that two years later, in 1935, Tennessee led the country in rayon output.

Another industry that has undergone a complete change is number six in the

1929 list of ten leading industries, classified as "Motor Vehicles, Bodies and

Parts " This has been listed as 100% absentee ownership, for in that year prac-

tically all of the activities in this field were confined to branch factories of large

body manufacturers. Tennessee's plants fabricated the wooden structural parts

and shipped them to body assembly plants elsewhere.
• moo +i.

This was a $100,000,000 industry in 1929, and four years later in 1933, the

U S Biennial Census of Manufacture gives to Tennessee only $60,000 value

added by manufacturing in this one-time state leader. This is due to the changing

picture of industrial progress, about which more will be said later.

It is not the object of this paper to insist that the state of Tennessee flo/e its

doors to financial investors from without. However, it is the author s belief that

steps should be taken immediately by those concerned with the states develop-

ment to make it possible to maintain an even balance between local and absentee

ownership It is the author's sincere conviction that unless something is done

immediately, the state of Tennessee will rapidly become a dependent state.

What does such a condition mean? To illustrate with one concrete example, we

can take the case of the "Motor Vehicle, Bodies and Parts" group, which m 1929

was a $10,000,000 industry.

EFFECT OF CHANGE ON ONE LARGE PLANT

In 1928 one of the large body companies established a branch plant in Knox-

ville By early 1929 this plant was employing approximately 1,500 wage earners.

At the average annual wage of $900.00 for industrial workers in 1929, its pay roll

is estimated at $1,350,000. The ratio of wages to value added by manufacture

in that year was approximately 0.41. Assuming that the average ratio held for

this industrial plant, the value added by manufacture in this plant alone amounted

to about $3,300,000 annually. The taxes and wages were of great benefit to the

city of Knoxville and to the state of Tennessee, which brightened the hearts ot

the Chamber of Commerce, the city fathers, and the local merchants.
_

But four years later, in 1933, the picture changed. The automobile-body in-

dustry changed from wooden to steel bodies overnight. With little or no warning,

the Knoxville plant closed its doors and liquidated, leaving a $1,350,000 hole m
Knoxville's pay envelope alone.

The reason for this liquidation is obvious. The parent company was no longer

interested in wooden parts for bodies. Progress in the art demanded an entirely

different process of manufacture and a different raw material. Its business was

in automobile bodies and not wood products. While the business had not changed,

the materials of manufacture had altered. As the location in Knoxville was not

suitable for fabricating sheet metal, the Knoxville plant was sacrificed.

Suppose that this once active establishment had been financed with local capital,

or had been primarily interested in wood products rather than in parts for auto-

mobile bodies. While its output in the heyday of wooden bodies naight have been

wholly or largely utilized by the body manufacturers, it would undoubtedly have

been more interested in the fabrication of wood products than in any specific

process. We can imagine its management watching alertly the trends in motor

vehicles. When the first successful steel body appeared, wide-awake local manage-

ment would have had ready a new product for some other market.

Management's primary interest would have been in keeping the plant running

profitably, and its development or product research would have been directed

toward utiUzation of wood products and not toward the field of cheaper and better

automobile bodies fabricated out of any material except wood. We can, therefore,

imagine this plant, instead of liquidating, continuing its profitable existence and

enriching its environment. ^. . , .• ui
While a comparison between 1929 and 1933 conditions may be questionable,

because of the economic conditions that prevailed in those two years, another

glance at the ten leading industries suggests a greater change toward absentee

ownership of Tennessee's industries. Two new industries enter the field in i.^66,

"Chemicals" and "Wooden Goods." These are largely new process industries

based on industrial research and kept alive by product development. These have
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each been classified as 75% owned outside the state. They take the place in
rank with two industries that are estimated as inore predominately "home-owned,"'
"Foundry and Machine Products" and "Planing Mill Products."
Now Tennessee has unquestionably prospered due to the investment of outside

capital in its industrial future. Many of these larger industries are mass-produc-
tion industries necessitating vast sums of money in capital investment. It is

gratifying that the state has become the rayon center of the country. It is grati-
fying that the process industries are looking southward. They are progressive
and wide awake. There is little danger of this class of industry shifting its locale
without making a struggle to continue in its established factories. It is too much
to expect that the capital invested in such enterprises be local, and they are
rightly welcome.

DANGER FROM AN UNBALANCE

The danger, in the author's opinion, lies not in the fact that outside capital is

invested in Tennessee's industry, but that there has been such a small amount of
development within the state itself. The fact that in 1933, 46% of the profits of
industry went outside the state is indeed alarming. There has been much
activit}' in some of these industries within the past three years, and it is believed
that this percentage is even higher today than in 1933.
A condition of this character increases the financial dependence of the state.

Southern states are fast acquiring the undesirable designation of "pauper"
states. This is accentuated by the continued request for preference in competi-
tive enterprises. It is paradoxical to think of the one section of the country more
generously supplied with nature's treasures than any other, living from the drip-
pings of another's table. Yet that is likel.v to be even more pronounced unless
something is done to even the economic balance. To believe that it will be
accomplished through the continued benevolence of a generous national govern-
jnent or through the philanthropy of the nation's financial capitals, is absurd.

THE PRICE OF INDUSTRIAL INERTNESS iJ

How did this condition come about? We may trace it partiallj^ to the po-
litical and economical ascendancy of other sections gained almost three-quarters
of a century ago. There is no question that the south existed for a generation
under the shadow of the "Tragic Era." Fifty years of inequality in freight rates,

poor transportation facilities, and a lack of ready money for investment in its

natural resources have all contributed to existing conditions.

But we must be fair in our diagnosis, and admit that, to a great extent, Ten-
nessee and other southern states have been industrially inert. Most large

industries have had small beginnings. They have grown powerful through alert-

ness in finance and industrial research. The power gained through increase in

size and development of manufacturing technique has made it possible to stifle

competition and has resulted in conditions that are indicated by the tables

presented.
The handicaps in growing faced by the small industrial enterprises of the

South have been insurmountable. This has been true largely because of the

lack of technical assistance in their make-up and to lack of research opportunities

from local groups. Manufacturing processes have advanced little in the typically

local enterprises. They have been unable to meet competition from outside due
to the high cost of manufacturing and to the disadvantage at which they are

placed by other dominating sections of the country.
Inasmuch as outside capital can establish plants in the South and compete with

other areas in spite of the latter disadvantages, it would seem as if we must attrib-

ute a large percentage of the lack of growth among the smaller industries to

Industrial Inertness, or satisfaction with the status quo.
To the author's mind, the loss of the state's economic independence is too big a

price to pay for this lack of alertness.

A SUGGESTED SOLUTION

To maintain a balance between absentee and local distribution of industrial

profits, there must be a build-up of the smaller and locally owaied industries.

The 1933 biennial census lists thirty-four classes of manufacturing, exclusive of

service industries, as contributing materially to the industrial picture of the state.

A glance at the list by one familiar with the state's industrial make-up, will disclose

that about 50% of these industries are locally owned. The value added by manu-
facturing from these smaller industries amounts to less than 20% of the total of
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the state's income from industrial enterprises. While there is no definite criterion
available for determining what a proper balance should be, certainly the condition
if allowed to continue will be dangerous.
The author believes that a build-up in the smaller industries, aside from those

of service character, is important. Pace must be kept with the larger groups
predominately owned outside the state. It can be done through intensive indus-
trial development in two general ways. First by state supported industrial
research and second by contractual research projects in the state University.

STATE SUPPORTED INDUSTRIAL RESEARCH

The last legislature established a State Planning Commission. Although its

life has been short, much constructive work has been done by this organization.
Jt has made suggestions, based on fact finding research, that the present legislature

has accepted, and in several cases placed into operation. These researches,
however, have been largely applied to administrative and social problems. Per-
haps it is best that work should start in these fields. The expense has been
partially borne by Federal aid because the fields in which they have conducted
research fall into those in which the Federal Administration is largely interested.

This Planning Commission, with greater State aid, could become a research
body for the state at large.

The state's natural resources are fairly well known qualitatively but not quan-
titatively. A recent research project at the University of Tennessee is directed
toward the reduction of a certain valuable metal from a relatively low-grade ore.

Indications are that with the process as developed, it may be economical to de-
velop this ore if there is a sufficient quantity of it available. The State Geological
Survey indicates that this ore exists in certain definite localities, and describes its

quality. Yet no exploration of a quantitative character has been made. There-
fore, although the research in this field is interesting, its economic value to the
State of Tennessee is not at all assured. One of the functions of the State Plan-
ning Commission might well be toward a quantitative exploration of the state's

natural resources.

Tied in with a survey of this character there should be a comprehensive and
continuing market survey; not confined to the possible use distribution within a
given area, but covering the possible uses for materials wrested from the state's

resources.
For illustration: If the resource of particular interest is manganese, such a

marketing or "use survey" should include the possible uses of this metal, the
imports into the United States, the amount produced elsewhere, and the price it

must command in order to be produced from the state's supply.
Such research is a state function, and the returns on the money invested would

be well worth the cost. Much of this state-supported research can be carried on
in the University of Tennessee \\4th funds supplied by the Planning Commission.
In tuis way no duplication of agencies would exist.

The old handicap of freight structure is being studied by our Planning Com-
mission at the present time, and recent newspaper reports indicate that for the
first time in the history of the Interstate Commerce Commission, the entire

Southeast is banding together to show reason whv adjustments, wiping out this

unnatural handicap, should be made. It is understood that Tennessee's State
Planning Commission is taking an active part in this endeavor.

AN INDUSTRIAL RESEARCH SERVICE IN THE STATE UNIVERSITY

Mr. W. Harry Vaughan, Director of the State Engineering Experiment Station,
Georgia School of Technology, in a recent address ' stated: "If we see the picture
clearly in the dim light of our present superficial knowledge; human and industrial

progress through the medium of research, should have in view two objectives:

(1) the fostering and development of new industry, and (2) the evolution and
development of industry already in place."
The development of the lower output group, predominately locally owned,

must be accomplished through these two processes, which presupjjoses the
establishment of research services for the smaller investors in the state's industry.
Naturally they cannot carry in their smaller businesses the large overhead that
goes hand in hand with industrial research. Commercial establishments offering

research services in a wide variety of endeavors do not exist in the state nor in

the Southeast.

I "Engineering Research and The Development of Natural Resources" A. S. M. E. Textile Pivision
Regional Meeting, Greenville. S. C, April 7. 1937.

124491—40—pt. 9 40
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However, in the state's educational system can be found the nucleus of just
such services as w'll be needed. Here can be developed all the natural and
applied scientific researchers needed for the "fostering and development of new
industry" and for "the evolution and development of industry already in place."
The first process then may well be considered a function of the state, operating

through its already weU-organized Planning Commission. This commission may
foster new process research in the laboratories of the state university under the
guidance of its Engineering Experiment Station. It may be considered undue
paternalism to insist that the results of such research be made public property
for exploitation, but controlled licensing either by the Planning Commission or
by the Engineering Experiment Station of the University is, in the opinion of

many, quite feasible. Proceeds from licensing will eventually be expected to
bring returns in sufficient quantity to carry the cost of future researches.
The Engineering Experiment Station of the University is already organized

to carry on contractual work for established industry. It can make contracts to
conduct industrial research, for which the client industry pays all costs plus a fee,

the fee to be gauged by the extent of participation desired in any patentable
processes developed.

CONCLUSION

The development of Tennessee as an industrial state is certain. There can be
no doubt that the increase in its output wiU continue at a rate greater than in

the past. The problem before those in charge of its density should be the control
of this great development that is ahead. Shall we permit the unbalance that
exists today between absentee ownership and local distribution of profits to
increase, or shall we build up the latter at a rate that will keep pace with the
former?

If we are concerned with this problem and believe in its dangers, an earnest
endeavor must be made to stimualte the two processes of development among the
smaller industries; new industries based on new products from our abundant
resources, and assistance to those already established in meeting the ever changing
picture of industrial progress.

Again quoting Mr. Vaughan "Solutions for many of our economic problems,
the development of many of our human resources, the improvement of sociological

conditions, and the propagation of education and training will largely come through
our research organizations, and particularly, in the south, from such as may have
at least a nucleus of state support and stability and electrons of private endowments."^

Exhibit No. 633

tennessee valley authority

Industries in Which the South is Deficient

(Agricultural Industries Division, Knoxville, Tennessee, November 1, 1935)

The South contains about 20 percent of the national population, and 11 percent
of its purchasing power as measured by retail sales, incomes, etc. A comparison
of these percentages above with those in the right-hand column below will give
an approximate idea of the possible room for industrial growth in the direction

of supplying Southern needs where desirable.

The percentages shown are based on ratio of value of product. In those in-

stances where the U. S. Census of Manufacturers groups Southern and other
states together, the ratios are based on estimates.

The "South," for the purpose of these statistics, comprises the following ten
states which touch on or influence the Tennessee Valley: Tennessee, Alabama,
Georgia, Florida, North Carolina, South Carolina, Virginia. Kentucky, Mississippi,

Louisiana.
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Products

United States Total
Manufacturing Pro-
duction, 1929—U. S.

Census Data

Wage
Earners

Value of

Products

South's
approxi-
mate per-
centage
of U. S.

value of

products,
1929

Cereal Preparations (Breakfast Foods, Prepared Flours, Coffee

substitutes, etc.) - -

Confectionery - — - - -
Crackers & Biscuits
Corn Sirups, Sugars, Oils, Starches, Cake & Meal —
Cheese-
Chocolate & Cocoa Products
Food Preparations not elsewhere classified (Peanut Butter, Malted
Milk, Potato Chips, Mince Meat, Blended and Compounded
Sirups, etc)— -. - ---

Meat Packing -.- —
Poultry Dressing, Killing, and Packing, Wholesale
Sausages, Meat Puddings, etc ---

Awnings, Tents, Sails, Canvas Covers
Cotton, Small Wares (elastic, woven and braided webbing, woven

labels, etc.) --- ---

Linen Goods (fabrics, threads, yarns)
Hat & Cap Materials, Men's (Hatters' fur, linings, sweat bands,
trimmings, etc.)

, Hats & Caps (Cloth), Men's
Hats, Fur-felt
House Furnishings (comfortables, quilts, bedspreads, tablecloths,

curtains, draperies, etc.) -

Knit Outerwear
Knit Cloth'
Linoleum Carpets & AsphaJt-base floor coverings
Oilcloth (wall, table, and shelf)

Silk & Rayon Manufacturers-.-
Millinery
Clothing (Men's & Boy's), Outer Clothing only
Women's Clothing (except corsets, hats, hosiery, shoes, and gloves)

-

ShirtS-
Worsted Goods --
Carpets & Rugs (Wool)
Corsets, Brassieres, Girdles, etc

Furniture
Wood Lasts for Boots & Shoes
Mirror & Picture Frames
Pulp Goods (Vulcanized, fiber, and bakehte products)
Refrigerators & Cabinets (Not Mechanical)
Paper & Pulp

Wrapping Paper $163,000,000

Writing Paper 113,000,000

Paperboard, etc.- 227,000,000

Book Paper— 168,000,000

Tissue Papers- 53,000,000

Newsprint Paper 80,000,000

Wood Turned & Shaped (Handles, Toy Parts, Novelties, Wooden-
ware, Ladders, Clothes Pins, Furniture Parts, Etc.)

Handles $16,200,000

Woodenware (bowls, dishes, washboards, clothes

pins, etc.) - 13,000,000

Furniture Turnings & Shapes 7,000,000
Textile Machinery Turnmgs & Shapes 6, 000, 000

Ladders & Parts 5,000,000
Toys, Toy Parts & Novelties 3,000,000
Miscellaneous, not specified. 16,000,000

Labels & Tags
Wall Paper
Paper Goods, Not elsewhere classified (Waxed, glazed, fancy, coated,

book, and toilet papers; paper cups, spoons, dishes, napkins, tow-
els; bottle caps; playing cards; egg-case fillers; stencil papers; soda
straws; gummed tape; etc.)

Printing, Book & Job (Books, booklets, and advertising material,

leaflets, pamphlets, stationery, etc.)

Explosives (dynamite, blasting powder, etc.) .-

Ammunition, etc. (shells, cartridges, fuses, detonating caps, etc.)...

Blacking, Stains & Dressings (for shoes, stoves, leathers, auto tops).

Cleaning & Polishing Preparations (washing and cleaning com-
pounds, metal polish, floor wax, furniture polish, etc.)

Essential Oils (Not Synthetic) (Witchhazel, Peppermint, etc.)

Chemicals, Not elsewhere classified (acids, ammonia, sodiums,
alums, potassiums, but not explosives, soaps, or fertilizers) ,

Paints & Varnishes
Soap (and Shaving Cream) ,

Lubricating Oils & Greases, Not made in Petroleum Refineries

6,400
63, 000
33, 000
6,700
3,400
6,200

10, 000
122, 000
7,700
5,900
7,100

15, 000
2,200

2,500
5,800

16, 500

15, 700
28, 000
8,400
7,800
1,400

130, 000
32, 000

149, 000
187,000
60, 000
88, 000
32, 000
13, 600

193, 000
1,760
4,400
3,500
9,700

103, 000

18, 000

4,400
4,700

20,000

150, 000
5,600
7,200
1,600

2,700
265

62,000
29,000
14,000
2,500

$175, 000, 000
393, 000, 000
274, 000, 000
165, 000, 000
110,000,000
119,000,000

171, 000, 000
3, 434, 000, 000

130, 000, 000
108, 000, 000
49, 000, 000

65, 000, 000
9, 700, 000

25, 000, 000
35, 000, 000

102, 000, 000

127,

147,

72,

89,

23,

731,

195,

901,

1, 709,

228,

536,

176,

76,

948,

7,

19,

27,

60,

000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
000, 000
600, 000
000, 000
000, 000
000, 000

000, 000

69, 000, 000

28, 000, 000
30, 000, 000

182, 000, 000

1, 006, 000, 000
72, 000, 000
43, 000, 000
24, 000, 000

60, 000, 000
6, 600, 000

738, 000, 000
568, 000, 000
310, 000, 000
69, 000, 000

1 For wage earners, ratio is 18%.
' Separate State Figures Not Available.
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Products

United States Total
Manufacturing Pro-
duction, 1929—U. S.

Census Data

Wage
Earners

Value of

Products

South 's

approxi-
mate per-
centage
of U. S.

value of

products,
1929

Rubber Goods (shoe heels, hose, belting, and hard rubber goods) . .

.

Leather
Boots, Shoes & Slippers
Boot & Shoe Cut Stock (Soles, uppers, heels, inner soles, for sale to

sh oe plants)
Boot and Shoe Findings (Shoe buckles and laces, wooden heels,

clasps, staples, pegs, counters, etc.)

Leather Goods, not elsewhere classified (Belts, handles, washers,
dog collars, etc.)

Druggists' Preparations (Pills, Tablets, Ointments, Plasters, and
other medicine)

Patent Medicines (Medicines, Insecticides, Disinfectants, etc.)

Perfumes & Cosmetics (Toothpastes, Lotions, Toilet Powders, etc.).

Drug Grinding (of herbs, roots, gums, etc.)

Glue & Gelatin (Animal and vegetable glues, and edible and ined-

ible gelatins)

Printing Ink
Linseed Oil, Cake & Meal
Rubber Tires & Inner Tubes
Rubber Boots & Shoes .-

Poeketbooks, Card Cases, Ladies' Handbags _.

Pottery & Porcelain Ware.
Glass (Bottles, tableware, containers, light bulbs, plate and window

glass)

.

Cutlery & Edge Tools (except Silver and Plated Cutlery)
Hardware, Not elsewhere classified (Builders' Hardware, furniture,

and casket hardware, piano, saddlery, truck and vehicle hardware,
locks, handles, vacuum bottles, etc.)

Nails & Spikes (not made in wire or rolling-mill companies)
Saws
Tin Cans & Other Tinware (Cans, pails, boxes, household and cook-

ing utensils made with tin and not stamped ware)
Tools (Not including Edge or Machine Tools, files, or saws)
(Plumber and Turner's Tools, Shovels, hoes, rakes, forks, scoops,

stonecutters' tools, wrenches, punches, etc.)

Plated Ware (Table Ware, Toilet Articles, etc.)

Gas & Electric Fixtures (Kerosene- and gasoline-lighting equipment,
reflectors, shades, parts, motor-vehicle lamps)

Emery Wheels & Other Abrasive & Polishing Appliances
Statuary, Art Goods
Fire Arms
Structural & Ornamental Iron and Steel (for buildings and bridges,

also ornamental iron and steel work, fire escapes, gratings, etc.)- ..

Wirework, Not elsewhere classified (Woven-wire fencing, barbed
wire, wire rope and cable, screens, baskets, etc.)

Aluminum Manufacturers (Sheets and plates, auto and other cast-

ings; kitchen and household utensils and appliances)

(State figures combined. Difficult to show position of the South.

Of 150 establishments in United States, South had four—(Alabama
1, Kentucky 1, Tennessee 2.)

Copper, Tin & Sheet Iron Work (Tank bins, culverts, stovepipes,

gutters, cornices, spouts, skylights, radiator shields, etc.)

Stamped Ware, Enameled Ware, Metal Stamping, etc. (Kitchen
utensils, household and hospital ware, auto parts, license plates,

etc.) -

Harvesting & Haying Machinery
Tractors (Including garden tractors and motor cultivators)

Electrical Machinery, .\pparatus & Supplies
Radio Apparatus $411,000,000

Insulated Wire & Cable 312,000.000

Motors 194,000,000

Batteries 149,000,000

Domestic Household heating & cooking appliances. 84, 000, 000

Pumps & Pumping Equipment
Refrigerators (Electrical and Other Mechanical)
Textile Machinery & Parts
Washing & Ironing Machines, for household use
Toys, Games & Playground Equipment
Motor Vehicles
Motor Vehicle Bodies & Parts
Nonferrous Metal Alloys & Products, except Aluminum Products

(Alloys, plates, sheets, bars, tubing, pipe, castings, bearings, type
metai, solder, made from brass, bronze, copper, lead, zinc, and
antimony) ---

Zinc Smelting & Refining -

Foundry & Machine Shop Products, Not elsewhere classified (Ca.st-

ings. Machinery, Industrial boilers, piston rings, tanks, smoke-
stacks, etc.) -

40, 000
50,000

205, 000

9,500

10,300

6,000

10,600
16,400
13, 000

677

3,000
2,400
2,700

83, 000
25, 000
10, 400
35, 000

67, 000
15.000

52,000
2,000
4,000

31, 000

19, 000
10, 700

23,000
3,800
2,100
6,800

54, 000

22, 000

21, 000

28,000

40, 000

(?)

23, 000
16, 800
27, 000
8,000

16, 600
226, 000
221, 000

79, 000
11,600

454, 000

$244, 000, 000
481, 000, 000
965, 000, 000

133,000,000

58, 000, 000

35, 000, 000

124, 000, 000
318, 000, 000
193, 000, 000

9, 600, 000

32, 000, 000
42, 000, 000
119,000,000
770, 000, 000
102, 000, 000
68, 000, 000
110,000,000

303, 000, 000
78, 000, 000

229, 000, 000
12, 800, 000
22, 000, 000

296, 000, 000

99, 000, 000
55, 000, 000

144, 000, 000
32, 000, 000
10, 000, 000
21,000,000

477, 000, 000

146, 000, 000

153, 000, 000

222, 000, 000

204, 000, 000
106, 000, 000
227, 000, 000

2, 300, OCO, 000

164, 000, 000
161, 000, 000
122. 000, 000
82, 000, 000
74, 000, 000

3, 722, 000, 000

1, 537, 000, 000

909. 000, 000
118,000,000

2,791.000.000

5

7.5
2.5
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Products

United States Total
Manufacturing Pro-
duction, 1929—U. S.
Census Data

Wage
Earners

Value of

Products

South's
approxi-
mate per-
centage
of U. S.

value of

preducts,
1929

5hips & Boat Building (For small boats^under five tons, the South
made 1.5% of the 14,930 such vessels)

Brushes
Buttons
Machinery & Supplies for Creameries, Cheese & Butter Factories,

Poultrynien and Apiarists
Fancy & Miscellaneous Articles (Composition novelties & Orna-
ments. Inlaid Veneer work. Art Novelties, Lamp Shades, Cellu-

loid Novelties, Bended Work, Needle and Pin Books, etc.)

Roofing & Shin<?les

Pipes (Tobacco) (Brier, corncob, clay, meerschaum, and composi-
tion)

traw Hats, Men's
Mattresses & Bed Springs
Musical Instruments & Parts
Optical Goods
Pencils
Phonographs
Photographic Apparatus & Materials
Sandpaper, Emery Paper, Carborundum, & Other Abrasive Lined
Papers

?igns & Advertising Novelties (Includes advertising novelties, shop-
made signs, highway signs, neon signs, name plates, etc.)

Soda Water Apparatus (Fountains, tanks, siphons)
Sporting & Athletic Goods (Except Firtarms and Ammunition)...
Stationery Goods (Papeterie. desk pads, calendars, inkstands, school
supplies, and stationers' specialties)

Surgical & Orthopedic Appliances (Bandages, Gauze and Appli-
ances) -.-

Window Shades & Fi.xtures

55, 000
7,200
9,034

5,400

18, 700
6,000

1,680
3,380

17, 000
3,100
9,700
5,700

14, 400
13,000

1,228

20, 000
2,700

10, 700

11, 000

7,900
4,700

$231, 000, 000
45, 000, 000
29, 000, 000

42, 000, 000

85, 000, 000
103, 000, 000

5, 500, OCO
18, 000, 000

123, 000, 000
14, 000, 000
40, 000, 000
27, 000, 000
96, 000, COO
102, 000, 000

17, 000, 000

118,000,000
24, 000, 000
58,000,000

74, 000, 000

71, 000, 000
36, 000, 000

17
0.5
1

1

6.3

9.5

1.3
6.2

3.2
2.3
3.4

3.2
1.7

Exhibit No. 634

[From the State Engineering Experiment Station Bulletin, December 1938—Vol. 1, No. 6]

ENGINEERING AND SOCIAL PROGRESS IN THE SOUTH »

By John P. Ferris, Director, Department of Agricultural Industries, Tennessee
Valley Authority ^

This meeting was called to discuss some ways in which engineering can con-
tribute toward progress in the South. The raising of our economic level, with
the consequent release of greater energies for social and cultural achievement, is

overwhelmingly important to the South and to the Nation. No less is involved
than the continued existence of democracy in America, for if democracy cannot
solve' the problems of its peoples, it will go down before the buffets which it is

receiving from all sides. It is time for the engineering profession to render larger
services than in the past toward the realization of these great objectives.

It seems certain that the South's future will depend to a ver\' great extent upon
the direction which industrial development takes. In this respect, therefore, it

is important that the engineering colleges exercise effective leadership, not only
by the education of young people, but through productive research and coopera-
tion with both industry and agriculture. In discussing the possible contributions
of public agencies for engineering education and technical research, we have as
illustrations certain joint projects which these engineering institutions and the
Tennessee Valley Authority are carrying out and which promise to be significant
for southern industrv.

Before we can attempt to arrive at any conclusions concerning sound programs
for the South, we should attempt to agree on some fundamental aims of a demo-
cratic society. The history of the American democracy tells of the most intense

' This address was presented as part of the Georgia School of Technology program of the 11th Annual
Institute of Citizenship held under the joint auspices of Emory University, Agnes Scott College and the
Georgia School of Technology, February 1938. Released by Dr. Karl D. Hartzell, Director of the Georgia
School of Technology program of the Institute.

' Considerable material omitted as actually given. (J. P. F., 2-18-38.)
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and sustained effort that has ever been made to achieve freedom for the individual
in a social order responsible to the majority of its people; economic opportunity
for the individual to earn a self-respecting living; and reasonable personal security.
This capitalist democracy has brought us more liberty than most other peoples
have, and a general standard of living that no other people has yet equaled.
But we have recently seen that our level of income is very unsatisfactory for a

large part of our population and that most of our lives are rather insecure. Other
great problems have arisen which we do not yet know how to solve.

There is the problem of unemployment. Ralph D. Flanders, former president
of the American Society of Mechanical Engineers, said,^ "The sullen total of

several million of unemployed faces us week after week, month after month, year
after year, whatever may be the state of prosperity of the employed."
The brilliant achievements of the last hundred years have drawn too heavily

on some irreplaceable resources, and we have seriously impaired the productive
power of our fundamental capital—the land.

Topsoil from farm lands equal to the entire area of Pennsylvania has been
washed down the rivers. We have been living not only on our income but on
our capital.

Finally, we have not seen progress, but retrogression, in perhaps the majority
of the rural communities of the nation. A great Georgian, Henry Grady, was
one of the first to ask whether some of the gains of the cities were at the expense
of their supporting rural territories.

The more energetic and able young people, who could do the best job of farm-
ing, are leaving the farms and the rural villages for the cities. Merchants record
decreasing sales in many rural areas. Per capita rural purchasing power through-
out the country seems recently to have averaged only about half that in indus-
trial cities. The serious effects of low rural income are indicated by deficiencies

in what Americans generally regard as essential social services. About a year
ago there were only 946 public health officers in America's 2,500 or so rural
counties; six out of ten have no public health work.

Paralleling the decline of the inland areas, there has been an increasing geo-
graphical concentration of development in some 324 counties, including only
about 9% of the nation's area, along the ocean margins and the Great Lakes.
These counties had (in 1930) 36% of our population, and accounted (in 1935)
for 52% of value added by manufacture, and 48% of the national income. Be-
tween 1890 and 1930 their population increased 160%, as against 64% for the
interior territory of the Mississippi drainage basin.

Throughout the nation, thoughtful people are searching for solutions to these
problems which menace our democracy.

If we are to preserve democracy in America, we must solve two of the funda-
mental problems of our society:

1. The inherent difficulty of securing a proper utilization of the initiative of

the individual and, at the same time, the protection of our heritage of irreplace-

able resources.

2. The problem of developing a satisfactory working relationship between our
city populations on the one hand, and our rural populations on the other; or,

stating it with a somewhat different emphasis, between our commercial and
industrial centers on the one hand and the outlying areas supplying raw materials
on the other.
When we solve these two problems we shall have gone far toward eliminating

the conflicts between classes in society which so many people regard as inevitable.

Furthermore, when we have agreed on measures necessary to achieve these two
fundamental objectives, we may expect that the clamors of those who criticize

government because it is becoming too strong, and those who criticize it because
it is too weak, will largely subside.

Most of us agree that the great rewards which America has offered to individual
initiative in business enterprise constitute one of the principal reasons for our
rapid economic development. Two unusually forceful and clear statements of

of the case for continued reliance upon individual initiative and competition are
those by Ralph E. Flanders, in his book Platform for America, and by Walter
S. Gifford, President of the American Telephone and Telegraph Company, in a
brief article. Well Being for Every One, which appeared in the January 1938
Survey Graphic.

This view has had the right-of-way in America. We think that the individual
should generally be free to engage in economic pursuits as he may see fit. In
the early days, we believed that business would be local in character, and that,

' Mechanical Engineering, June 1935.
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therefore, matters affecting the public generally would be taken care of by the

constituted agencies of government—county, state, and federal.

We did not foresee, however, that encouragement of individual enterprise would:

lead to the formation of great economic empires affecting the individual as a

citizen fully as much as government affects him, and so strong that government
would find it difficult to make the people's will prevail when conflicts arose.

Where there has been lodged in the federal government powers which critics

have said are excessive or unnecessary, is it not generally because of the insist-

ence of our people that their government should be strong enough to deal with

the great aggregations of economic power on equal terms?

About 25 years ago, the nation, under the leadership of Theodore Roosevelt,

for the first time surveyed the havoc it had wrought upon some of its basic re-

sources. The first steps to restore forest lands followed the report of his Na-
tional Conservation Commission in 1909. It is of interest that political leaders

and government agencies undertook the protection of resources only after the

exploitation or neglect by individual enterprise threatened the nation's future.

More recently certain industries are beginning to accept responsibility for the

protection of future resources. It has been reported that one of the southern

lumber companies, for instance, began years ago to replant its forest stands.

Referring to the second fundamental problem, the relationship between our

urban and rural populations, it should be noted that the urban population repre-

sents roughly the commercial and industrial centers which consume raw ma-
terials, while the rural populations represent, roughly, the areas which produce

them.
One joint interest of the two groups lies in a satisfactory bargain at the point

of exchange. In 1929, our industry obtained 65% of its raw materials from
American agriculture, and agriculture sold 50% of its product to industry. An
unsatisfactory bargain either way throws our entire economic system out of

balance. When, for instance, competition forces the farmer to sell his products

at a sacrifice, while price control by industry maintains high prices of the goods

the farmer must buy, both groups suffer because the farmer cannot buy in normal
volumn.
The consequences of this situation have a profound significance that is fre-

quently missed. Farmers are not only producers and consumers; they are the

stewards of the most fundamental of all of our natural resources—the land.

Economic distress encourages the farmer to try to cover the deficit in his own
living by depleting the soil. It is easy for a manufacturer to see that it is useless

to get his income by selling a wing of his factory every year. By so doing, he

•would be maintaining income at the expense of his capital.

The farmer's capital is the stored productivity of centuries in the soil. The
small steps in its destruction, though hardly visible from year to year, likewise

represent an attempt to maintain income at the expense of capital. This is not

generally understood either by the farmer or businessman.

The urban and rural populations have a joint interest arising from the depend-

ence of urban industry on rural markets. The permanent welfare of industry

must be associated with a revival of the markets in our rural areas everywhere.

Potentially, in our 43% of rural population resides a large part of the total

market for industrial products.
A few industrialists of vision have seen this interdependence of rural and urban

populations. About 1926, in his book, Electricity as an Aid to Agriculture,

Mr. Guy Tripp, Chairman of the Board of Directors of the Westinghouse Electric

and Ma"nufacturing Company, proposed that industry assist in developing rural

income as a means of restoring rural markets for industrial production.

In considering this matter of rural and urban relationships, there is every

reason to believe that the problem will continue to be acute. The market for

farm products is comparatively inelastic. If there is any displacement of in-

dustrial employees as a result of technical developments, it is certainly a minor

matter compared to its tremendous effect in agriculture during the last two
generations. From 1870 to 1930 the proportion of our population which was

able to earn a living in agriculture dropped from 180 per 1,000 down to 88 per

1,000. Large numbers of workers no longer needed for agriculture were left in

the rural areas. There are many indications that the surplus rural population

will increase, because of continuing technical progress in agriculture, and because

the birthrate in our rural areas is much higher than in the cities. It appears

inevitable that employment in industry and services must continue to increase,

relative to emplovment in agriculture. The question is, hotv and where.

You are familiar with the unhappy effects of these pressures on some of our

rural counties of the Southeast. In 1935 there were counties in Georgia of
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predominantly white population with average spendable incomes per person as
low as $58 per year. Such conniiunities naturally press for and receive con-
tinued subsidies from state and national treasuries. State subsidies appear
chiefly in expenditures for roads and schools. Federal monej- is distributed
through relief, public works and in various other ways. As matters now stand,
at least a third of America's rural people would practically drop out of the na-
tional economy, were it not for this redistribution of income. Perhaps they
could tighten their belts still further and get along without the goods they now
buy from the cities. But can the great manufacturing centers get along if they
lose these markets?
We can apparently expect no satisfactory solution except on the basis of wealth

production adequate to support a reasonable standard of living within every area
in which people live. It may be agricultural, industrial or commercial, or a
combination, so long as it is really productive.

Unquestionably, the Southeast is the nation's agricultural and industrial
frontier. More definitely perhaps than any other part of the country, the South-
east is now examining itself. It is asking whj' its income is low, why there is so
little security. It is asking itself how to provide its people with more security;
how to raise incomes in spite of the depletion of many of its resources.

I believe there is one resource in the Southeast present in greater measure than
in any other part of the country. A great many respected leaders of mature
judgment and few doctrines are absolutely determined that the South shall find

the road forward. They are practical people who are thinking realistically of

these problems as a personal responsibility; they have vision and they are search-
ing for practical things to do. This, in itself, is a significant resource. i

In 1932 the University of Tennessee began a series of conferences on the com-
panionship of agriculture and industry, under the leadership of President Harcourt
A. Morgan.
A good balance between industry and agriculture in the Southeast seems to

mean that, so far as possible, future industrial development should be diffused

rather than concentrated. Fortunately, it is proVjably not too late for the South-
east to develop a better pattern of industry than the older industrial regions of the
Northeast, because the Southeast is still largely rural. This fact accounts partly
for our low average income, and yet the situation has its bright side.

The older industrial and commercial regions have the advantage of a higher
income, but their future is menaced by excessive concentration. In the early

days, industr\- located on the seacoast and on a few river valleys where there was
water power. Water and rail transportation followed the river valleys, bringing
in coal and materials and taking out manufactured products. The growth of

large scale industry occurred chiefly along these few arteries of transportation.

Mass production created "one crop" industrial areas, as in Detroit. Like
"one crop" agricultural areas they suffer worse when depressions come than do
communities in which income is derived from several sources, both agricultural

and industrial. Furthermore, great concentrations of population have not
produced a favorable environment for the industrial worker. He derives little

satisfaction from work in congested surroundings, and the general atmosphere is

one of restlessness and instability.

Fortunately for the Southeast, much of its industrial development follows a

"network" pattern, having taken place since the hard-surfaced road and electric

power have become available in hundreds of small conmiunities. Industrial

communities such as Kingsport, Tennessee, and manj- others indicate that these

factors have already had an infiuence. Further industrial development of the

Southeast is inevitable, and the past justifies the hope that it may bring employ-
ment at many places which are within reach of the surplus rural population.

In considering the relation of engineering to social progress in the South, our
point of departure was to examine two fundamental problems of our democracy:

(1) How can the southern engineer direct his efforts so as to help preserve the

principle of individual initiative, and at the same time assist in the better manage-
ment of irreplaceable resources? (2) How can the southern engineer help bring

about a better balance between industry and agriculture?

The world is increasingly geared to technology. America's magnificent pro-

ductive system would not exist except for the scientist, the engineer, and the

consumer. Surely the engineer has as much to contribute to the coming phase
of America's development as he contributed to the last phase.

The subject originally assigned for this discussion was "Technological Develop-
ment and the TVA," hence it seems fitting to refer, by way of illustration, to some
of the specific engineering developments which the Land Grant Colleges of this

region and the TVA are carrying out jointly.
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These projects are directlv related to the basic problem of strengthening the

rural economy. It is the farmer of America who must hold the front line in the

fi"-ht to conserve our basic resource—the land. The rural population is dis-

couraged in this battle because its weapons are poor. Engineers—civil, mechani-

cal, agricultural, chemical, and many others—must be the armorers, and forge

more effective weapons. ^ , . , . u.

Let us consider first the matter of farm machmery. Certam readjustments m
agriculture are universally known to be needed. Specifically, there must be

greater diversification, more food crops, less dependence on cotton, the gradual

introduction of livestock and an increase in small grains and grass cover crops.

Cover crops have matted root structures, and so protect the soil that even hard

rains do httle harm. ,,,-,.. ca ^ rr.u

Preaching to farmers concerning what they should do is insutticient. Iney

encounter specific and practical difficulties in changing. One of the principal

difficulties is lack of suitable farm machinery. Counteless agricultural implements

are now available on the market, but few are suited to the small-farm units and

special farming conditions typical of the Tennessee Valley. The large agricul-

tural machinery manufacturers have naturally concentrated their efforts on the

development of machinery for the large farms, which are generally on the flatter

lands. r , J- 11 • •

To illustrate this situation, consider the matter of planting small grains m
legume grass sods. This cropping system was recently devised by agricultural

experts for small hillv farms. It gives a year-round erosion-combatting soil

cover, vielding both grain and forage on the same land. The equipment needed

for this practice was found to be lacking. The problem was assigned to agricul-

tural engineers. They designed a simple modification of the ordinary bull-tongue

plow which cuts a narrow furrow in hard lespedeza sod. It has an attachmerit

which plants small grain and distributes the required amount of fertilizer. This

device has to be verv cheap, a fact which made the engineering design problem

quite difficult. Forty such machines were put on all types of practical farms for

"use tests" and demonstrations.
Low-cost communitv refrigeration furnished another challenge to engineers.

In two and a half years, the number of farms with electricity in the Tennessee

Valley states increased from about 60,000 to 120,000. There is an immediate

need for income-producing uses of rural electricity. Refrigeration is both a source

of new income and a means to conserve commodities for home use. This some-

times helps just as much as increased cash. Rural refrigeration might save several

million dollars' worth of meat each year in the Southeast, by reducing the curing

losses in slaughtering hogs on the farm.

The Universitv of Tennessee Engineering Experiment Station and the iVA
together developed a low-cost community refrigerator which can be installed at

a central point and be used bv about fifteen families.

Thereupon, ten units were built and put out in ten typical rural communities

for practical demonstration. Two of them are in North Georgia. Their most

popular use is in connection with meat clubs for storing fresh meat for use by

the members, with resulting savings in cash outgo. It is common for a member
familv to gain about $35 a vear on its $50 share in the total investment.

In 'order to carry some of these engineering developments into practical use,

it is sometimes essential to leave the strictly technical field and make an economic

invention. An attendant cannot be employed for a fifteen-family refrigeration

unit because the volume of business handled is too small. Therefore, a plan

was developed under which the box unit was placed in a crossroad store, the

storekeeper being permitted to use some space in return for his services in checking

commodities out of the unit and keeping the machinery in running order. More

customers came to his place, and he sold fresh meat, stored in his share of the

space. He was well satisfied with the bargain, although he received no money
for caretaking. . „.
The Southeast faces the stubborn fact that it is a raw materials region. His-

torically, its development rested on supplying the world with its greatest raw

product—cotton.
A raw products area is generallv a specialized area. The outgoing commodity

is sold at low world market prices', and the goods needed for living are purchased

from industrial and commercial regions. Little "labor value" is added to the

commodity which is shipped from the raw products area by its own people. On
the other "hand, thev must pav for a comparatively large "labor value m the

manufactured goods thev buv. To get a cheap automobile, for instance, a timber

land owner must exchange about 300 tons of pulpwood. This is true irrespective

of anv effects of tariffs. Thus the people in such areas must supply large amounts
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of raw products, and one result is a too-rapid use of their resources—mineral,
forest, and soil. The actual situation in some of the cut-over timber regions is a
warning that other "economic deserts" will follow the exhaustion of resources.
For these reasons, it seems certain that the Southeast cannot have adequate income

as long as it remains so largely a raw materials region. We must increasingly add
value to our raw materials. This is accomplished as industry applies scientific

'knowledge, engineering brains, and labor to the raw products.
New industry comes out of the laboratory. Obviously scientists and engineers

must uncover the opportunities. For this function, the great corporations turn
to their own magnificent research staffs. In this manner have come rayon and
cellophane from cotton and wood; masonite from stumps on cut-over forest land;
better enamels from soybean oil, and so on.

In addition, we greatly need more of the type of local manufacturing that is

"indigenous"—the product of local brains, local leadership, local capital, and
nearby markets. It should be new industry, based largely on new methods,
creating new wealth and new jobs. Great cities need have no fear of this type
of business development. No migration of industry is involved. And as the
National Industrial Conference Board points out, the new production is matched
by new markets for goods from other regions.

Few small manufacturing enterprises, however, can maintain adequate labora-
tories. They should he encouraged to ask for the help of the public technical lab-

oratories in their state universities for research assistance and guidance.
The new T. V. A. quick-freezing process developed in cooperation with the College

of Engineering of the University of Tennessee illustrates the manner in which
processing may be expected to encourage diversification of agriculture, to improve
the marketing of agricultural crops, and to raise the general income level. Even-
tually, it may be found of practical use in connection with the marketing of a part
of the Georgia peach crop. During experimental operation in 1937, some 11,000
pounds of peaches were frozen, and the product was found to be acceptable.
The application of this freezing process can be illustrated by reference to the

strawberry crop. About three years ago, in connection with studies of some of the
raw materials in the Tennessee Valley region which might be processed locally, it

was noticed that several strawberry producing regions had lost important markets
on account of the shift in demand from fresh fruit to frozen fruit.

Over eleven million crates of strawberries were delivered to the American market
in 1935, most of them in the form of highly perishable fresh fruit. Four southern
states shipped over one-quarter of this amount during about a month's period.

The market cannot absorb the product during this short time without a drop in

value, and prices fall often below the cost of production. In one state, during
1934 and again in 1935, over a hundred thousand crates of strawberries remained
unharvested due to glutted market conditions.

Frozen fruits and vegetables had become an established product on the market.
In order for the local growers to recover their lost position, it was plainly necessary
for them to have access to this new frozen food market. However, the Southeast
can share in this rapidly expanding new industry only if the special engineering
and economic problems which it faces are solved.

Therefore, it was decided to determine the feasibility of applying existing

freezing processes to the varieties of fruit and vegetables available in the Tennessee
Valley and to investigate new processes and markets which could be reached
economically. A study was first made of the existing varieties and their suitability

for freezing. This work, involving the freezing of some 12,000 pounds of fruits

and vegetables, was begun in 1935, in cooperation with one of the agricultural

experiment stations.

At the same time, a comprehensive market survey * was begun, covering the
principal markets for frozen foods. The Agricultural Experiment Station sent
out an investigator who uncovered valuable information on varieties and quan-
tities of frozen fruit and vegetables desired by consumers, methods of packing,
packaging, shipping, and the location of principal buyers most economically
served from this area. The market for frozen commodities was found to be
increasing very rapidly.

Distributors point out that many sources of supply are needed to insure city

consumers against crop failures and shortages in any one area.

It was found that the established "cold packing" method of freezing in barrels

would not solve the problems of the Tennessee Valley because many of these

* An elevou-page summary of this market study appeared in Food Industries, May, 1937, published by
McGraw-Hill Co.
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growing areas are too far from the established cold-storage plants. Berries, for

instance, are best frozen within a few hours after they are picked.

Hence, a new process for quick freezing of fruits and vegetables was developed

by the T. V. A. in cooperation with the College of Engineering at the University

of Tennessee. A small laboratory machine was built and operated in 1936. The
process differs from other processes of quick freezing in that the product is frozen

at a temperature of 3° F. instead of at the extreme sub-zero temperatures which

are sometimes employed. The freezing operation takes place in 6 minutes

instead of two hours or more. Users who have tried the product comment on

the close resemblance to the original fresh fruit.

In 1937, a sufficient quantity of frozen product was turned out so that cost

records could be obtained under actual operating conditions, in order to demon-
strate the economic feasibility of the operation. It was also necessary to deter-

mine how arrangements could be worked out with farmers to assure a dependable

supply of raw fruit and vegetables of satisfactory quality.

To accomplish these purposes, a larger freezing machine was designed and built.

An experimental freezing plant was temporarily established in a vacant building,

in the outskirts of Cleveland, Tennessee, located centrally in an area which can

supply seven different crops, all in demand in frozen form.

The frozen products may be held in a cold storage warehouse for periods up to

a year or more, or until sold, retaining throughout this period their substantially

fresh characteristics. The products of the experimental operation are sold by
.the University's Engineering Experiment Station in order to recover part ofthe

cost of the experimental work and to get reliable data concerning the acceptability

of the finished product.
Over one hundred thousand pounds of fruit were processed in this way during

1937. Samples were distributed through ordinary business channels, and the

comments of important users indicate that there is a waiting market for a very

considerable output of frozen fruits and vegetables from this region.

Some of the crops suited to the freezing process, like peas and beans, are legumes

which can add nitrogen to the soil. In the case of the strawberry crop, the roots

remain on the ground the year around, and the practice of "mulching" with

straw helps hold moisture in the soil and prevents erosion. Most important, the

relatively high and stable income obtained from a small area of land planted to

fruits and vegetables for freezing enables the farmer to release a larger area of

lower-income crops, such as corn or cotton, for soil-protecting cover crops.

Several large buvers say that they are anxious to have some private business

establish a source of supply which can furnish fruit of the quality which has been

turned out under this new process.

New processing developments give promise of helping the farmer to make
readjustments in the one-crop cotton system which has been so destructive of soil

and ultimately of income. There are in the South some 400 cotton oil extraction

mills, an existing industry of no mean proportion. Their purchases of cotton seed

and the methods of marketing the product exert a strong influence on cotton

agriculture. The products of this industry are cottonseed linters (the short fiber

which adheres to the seed), cottonseed hulls, cottonseed oil, and cottonseed meal.

Cotton fiber and oil consist almost entirely of chemical elements (carbon, hydro-

gen, and oxvgen) which are taken from the air and water, and thus their production

does not deplete the soil. Cottonseed meal, however, carries also the three major

elements contained in commercial fertilizer—phosphorus, potash, and par-

ticularly nitrogen. The more cottonseed meal sold outside the cotton belt, the

greater the annual loss of these plant food elements. Over the South as a whole,

the present practice is for a large portion of the meal to be marketed outside of

the area.^

The Southern farmer must buy back the same plant food elements m com-

mercial fertilizer. But what he gets from his cotton crop is not enough to buy
back anything like the quantities of plant food elements which he ships out.

This export of cottonseed and meal over the last 75 years has been a major cans

of the exhaustion of the soil of the cotton belt, and in turn of low farm income.

If this meal is fed to livestock, as much as 80% of the fertilizer content of the

meal may be returned to the soil, rather than being continuously drained from

the area by export. It is extremely desirable, therefore, that the meal be dis-

tributed locallv to the greatest possible extent and that cotton farmers introduce

livestock into "^their farm management plans. The presence of livestock implies

more grass and pasture—cover crops which control erosion.

'North Carolina excepted.
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The cotton oil-extraction industry has encountered difficulties. Hundreds of
the small mills have been operating for years at a very low rate of return. For the
eight years from 1927-35 the industry's report shows an average profit of 17?i per
ton of cottonseed worth about $36. While much technical research has been
applied to the treatment and use of cottonseed oil after extraction, the process
and equipment used in mechanical extraction has remained comparatively
unchanged for about 50 years. If it is to survive, the small cotton mill must have
earnings sufficient to improve its equipment and keep up with technical advance
in the industry. And it is important to the soil of the South that these local
mills do survive so that the fertility of the cottonseed may remain in the area.
A number of the mills have turned to a public research laboratory in one of the

engineering experiment stations. By 1935, it had been determined in the labora-
tory that the "cooking" operation could be greatly improved. By cooking under
pressure, there resulted an important increase in oil yield, as well as a great
improvement in the quality and uniformity of the meal. Since the crude i)roducts
of cottonseed crushing—oil, meal, meal cake, hulls, and linters—were worth 168
million dollars during a recent year, it will be readily seen that any improvement in
the efficiency of the recovery of these commodities or in their quality will be
represented by a large return, much of which should find its wa\' to the farmer.

In order to insure the continued operation of this existing industry, it is essential
that the hundreds of small rural oil extraction mills find a solution to their techni-
cal difficulties. A small community mill is perhaps in the best position to exchange
cottonseed meal for the farmers' cottonseed, or to sell cottonseed meal locally,
thus encouraging the introduction of livestock which is so important for the
permanent stabilization of cotton agriculture.
The next problem was to adapt the results of the laboratory development,

referred to above, to factory practice. An experimental plant was therefore set
up in which there was installed standard oil mill equipment, except for an entirely
new type of cooker. This piece of equipment was designed and built by the
TVA Agricultural Industries Division, and embodied the features previously
tested in the lalDoratory. On its campus the University of Tennessee constructed
a new building large enough to house the equipment. Several of the cottonseed
oil mills supplied either by gift or loan the necessary items of machinery of standard
mill design and size.

The University and the TVA operated this experimental plant continuously for
about five weeks in 1937, bujing the raw materials and disposing of the finished
products through one of the cooperating cotton oil mills. It is being run again
this year.

Practical plant executives and chemists cooperated with the University and the
TVA in operating the experimental plant. All of the reports from those associated
with the industry agree that the results will have a high commercial value

—

amounting to well over $1.00 per ton of seed processed at present price levels, or
several times the average profit of the past few years. From preliminary reports
and comments of representatives of the industrj-, it aj^pears that the savings to
the farmer and to the industry, if the indicated results were generally applied,
would approximate several million dollars a year.

Improved processes for the cotton oil extraction mill, however, will not alone
meet the problem. A study is being made of the practices of marketing cotton-
seed meal in rural areas in order to determine what factors affect the sale of

cottonseed meal locally and how the new process can be used to further this prac-
tice. Remember that the local use of the meal is vital if the drain of nitrogenous
plant food from the cotton belt is to stop. This movement is going ahead rapidly.
The June 21, 1937, bulletin of the Cottonseed Crushers' Association of Georgia
states that an oil mill at Laurel, Mississippi, not only markets its entire produc-
tion of cottonseed meal in its local territory but, in addition, several thousand tons
purchased from other oil mills.

The opinion of the industry concerning this work can be gathered from the
following quotations from the May 5, 1937, bulletin of the National Cottonseed
Mill Association;

"* * * Valuable research is being carried on * * * which may result

in completely revolutionizing some of j'our manufacturing processes. * * *."
"* * * You will agree that the experiments give promise of * * *

showing * * * startling and * * * valuable results."

"We know of at least one mill that is installing a cooker of the design
used * * *."

There is no question in this development of the establishment of a new industry.
It is a matter of effective cooperation between public technical research and an
established agricultural industry, the operations of which profoundly affect the
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entire cotton belt for better or for worse. It is important that the results of

public research in this field be made to contribute to the permanent welfare of the

region's agriculture and industry.

With the relative demand for straight cotton fabrics decreasing, other fibers,

such as flax, which might be handled on existing textile machinery, become
important. But it is first necessary to know whether flax growing can be adapted

to a system of agriculture readjusted for land conservation.

Manv of you, no doubt, know that the Georgia State Engineering and Agricul-

tural Experiment Stations are exploring some of the possibilities of flax in the

cotton belt, in cooperation with the TVA Department of Agricultural Industries.

The Agricultural Experiment Station is investigating some of the agronomic

problems, in order to determine whether there are areas in Georgia suited to the

economic production of flax, and the competitive position of flax with relation

to other crops in the region.

Similarlv, the State Engineering Experiment Station at Georgia Tech is attempt-

ing to develop flax and mixed yarns suitable for use in the cotton textile industry.

The preliminarv report indicates that the ultimate filler of flax is short enough for

this purpose, and that it is possible to spin 100 percent flax yarn on cotton machin-

ery. Usi^ng such yarns, commercial processes for weaving linen and cotton-linen

fabrics are being studied.

It is of interest that a number of leading citizens of Georgia have estabhshcd a

nonprofit corporation to promote similar technical developments. Such an organiza-

tion will doubtless be extremely helpful in introducing the results into commercial

use in a manner which will promote broad public benefits. As America is a land

of individual enterprise, it is natural that you should be looking to business leaders

to rise to this responsibility.

The arrangement under which the flax investigations are being carried out in

the State Universitv System of Georgia is democratic in nature. It illustrates

the principles underlying the relationships between the TVA and the State

Agricultural and Engineering Experiment Stations. It assumes that the engineer-

ing problems of the Southeast must be solved largely by the Southeast at the

grass roots, instead of relying on absentee-owned industry or federal departments.

The objectives and methods were established by the local institutions.

From the point of view of the taxpayer, it should be noted that there is no

duplication of expenditures; existing equipment and staff being made use of.

These two State agencies of Georgia and the TVA agreed that the flax prolilem

was of mutual interest. The TVA is charged with water control on the land, as

well as in the river channels, and is aware that only if there are new cash crops and
new income from processing can the people carry their share of the responsibility.

The TVA has therefore paid for some of the out-of-pocket costs, but none of the

institution's regular expenditures. The Agricultural Experiment Station is

juming , r -
ir

trial possibilities. It is one of the first in the Southeast to think of itself as a re-

search institution of the people. In a recent Circular, "Supremacy Through

Research," it offers its facilities in cooperative research for industry in developing

means of using the region's resources. This service will no doubt be found most

useful by the smaller business units which cannot maintain research laboratories

of their own.
Probablv the greatest opportunities for engineering research of a pioneering

nature are" in industry, rather than iu public institutions. Whether or not we
succeed in preserving" a democracy in America depends a great deal upon the

policies and action of business. Most resources are under the control of business,

and their protection is, therefore, a responsibility of business. The cottonseed

industry is an excellent example, for it is cottonseed meal, not cotton fiber or oil,

which carries the nitrogen away from the cotton land of the South. Greater

retention of this plant-food element in the South, however, involves not only

changes in business practices, but technical problems of a region-wide nature.

Neither engineers nor southern engineering educational institutions can escape

such responsibilities.
.

They should, for instance, define very specifically the engineering problems

which constitute the barriers in the way of the region's advance. C. F. Kettering,

Vice President of the General Motors Corporation, has said, "A problem well

defined is half solved." They should compile tentative but specific proposals

for desirable industrial development. The shelves of our libraries are already full

to overflowing with mere data.
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Finally, more students should be put to work on such research. In this way they
can best sense the dramatic struggle which is being waged on America's agricultural
and industrial frontier in the Southeast. Nowhere is there a more exciting oppor-
tunity for service. Unfortunately, our southern institutions of engineering
education have tended in the past to concentrate on the individual development
of the student and have put their principal emphasis on equipping him to succeed
in business. They have often encouraged our ablest and most promising young
men to leave their home communities, ignoring the problems of the Southeast,
and devoting their lives to the upbuilding of other regions. Such a tendency must
be checked and reversed. If rightly instructed, these young people will leave the
institutions of the South knowing where the problems and opportunities of their

home-land lie, and more of them will set forth with the determination to build and
serve at home.

Engineers must enlist in America's quest for democracy and aU that it implies.

It is a long quest, and we shall not achieve it except as we are guided by a faith

that will not be destroyed. While a few of us serve in government, most of us
will find our opportunities to contribute through private enterprise.

In the past, we have pressed mainly for individual achievement, and have been
content to devote our lives to personal accomplishment or to help advance the
interests of great organizations.

Whether in public service or industry, the engineer of the future must think also of
the great technical problems of the people whom he serves, and devote his talents to their

solution.

Appendix

There has been obtained from the author the following list of projects in the
program of technical research which was referred to in the text. They illustrate

the type of technical problem which is believed to be of significance to the economy
of the Southeast. Most of the work has been carried out jointly by the region's
engineering colleges or agricultural experiment stations and the TVA's Depart-
ment of Agricultural Industries.

DEVELOPMENT AND DEMONSTRATION OP EQUIPMENT TO ENABLE FARMERS TO SAVE
AND USE THEIR OWN PRODUCTS

A. Special farm equipment to encourage planting of soil conserving crops.

1. Lespedeza seed harvester to collect seed on the farm.
2. Low cost thresher for grains and legumes, adapted to small acreages.

3. ]4 h. p. electric feed grinder with automatic controlling device for farm
grinding of animal feeds.

4. Seed and fertilizer distributor plow for planting fall grains in lespedeza
sod.

B. Rural community refrigerator units, to enable farmers to preserve fresh meat
and other farm products for home use, reducing present losses and encourag-
ing diversified agriculture.

DEVELOPMENT AND DEMONSTRATION OP EQUIPMENT POR INCREASING CASH CROP
INCOME

A. Bary hay drying to increase feeding value and reduce weather losses.

B. Tobacco curing to improve quality through electric control of heat and
moisture.

C. Sorghum sjrrup processing in community plants to obtain uniform grade and
better marketing.

D. Single farm installations of irrigation for truck crops, for better yield in both
normal weather and during dry periods.

E. Electric sweetpotato curing for higher quality and reduced losses.

DEVELOPMENT OP NEW AND IMPROVED METHODS FOR LOCAL PROCESSING OF THE
region's FARM PRODUCTS

A. Growing and processing new crops, such as flax for oil and fiber.

B. Quick freezing fruits and vegetables.
1. Study of transportation facilities and outlets for frozen foods.

2. Growing varieties suited to freezing.

3. Design of freezing machinery and other equipment.
4. Microscopic studies of effects of freezing on products.
6. Experimental pilot plant operations.
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'C. Dehydration as a means of preserving fruits and vegetables for more stable

markets.
D. Processing of vegetable oil seeds for proteins and industrial oils.

E. Survey of livestock industry in relation to a soil conserving cover crop agricul-

ture, and as a consumer of southern proteins.

iF. Investigation of markets for frozen foods, vegetable oil seed products, and
livestock products.

Exhibit No. 635

INCOME ADDED TO AREA BY FREEZING

Example-. Individually Quick Frozen Strawberries

Price After

Freezing
10.0

Average Price

At Farm

0.0

PAYMENTS TO OUTSIDE

ADDED INCOME
TO AREA
100% INCREASE
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"Exhibit No. 636," appears in the. appendix to Hearings, Part VII, p. 3279.

Exhibit No. 637

[Telegram]

1939 May 24, A. M. 11, 37.

WR75 154 DL 7 extra—Detroit, Mich., 24 1103A

Louis F. Davis,
Room 625, Ambassador Hotel:

Association knows of at least 25 companies in urgent need of financial assistance
immediately to avoid forced liquidation within a period of a few months. Ad-
justment bureau handled 35 liquidations during 1938 and 12 to date this year.

Majority of companies unable to obtain financial assistance or an extension of

time to carry on. Many concerns attempting to finance o^ierations found it

necessary to borrow on accounts receivable, of which only a certain percentage
became available and then only at a high rate of interest. This tied up con-
siderable of the working capital in the reserve requirements of the finance com-
panies. Many of the liquidations did not allow a distribution to creditors

because all funds were consumed by taxes, wages, and other preferred items.
If financial assistance could have been obtained at a reansonably early period
of time, a number of these lousinesses could have been saved.

W. G. Starr,
Manager, Adjustment Bureau, Detroit,

Association of Credit Men.

Exhibit No. 638

MEMORANDUM

To: The Temporary National Economic Committee.
From: The Investment Banking Section, Monopoly Study, Securities and
Exchange Commission.

Subject: Survey of the Capital Needs of Small Businesses in the Detroit, Michigan
Area.
During the period from April 17 to April 29, 1939, inclusive, officers, partners,

and proprietors of 67 small businesses were interviewed and information elicited

concerning their need for additional working or equity capital. The names of

these concerns were furnished through Dun and Bradstreet, Inc., The Junior
Chamber of Commerce, The Detroit Board of Commerce, The National Associa-
tion of Small Business Men (Michigan Division) and several which were selected

at random. Those contacted represented retailers, wholesalers, and manu-
facturers and embraced the following types of industry, viz, building, food
products, auto accessories, steel products, extraction, lumber, tool and die,

electric manufacture, men's furnishings, ])lastics, structural steel, pottery,

welding supply, chair and sofa springs, foundry, chemical, produce, and
miscellaneous.

For the convenience of the Committee in appraising the results of the study
in the Detroit area the following composite data are submitted:

These 67 companies, each of which have been in existence from one to

thirty years, showed total assets ranging from $9,000 to .$1,000,000 with an
average for each of approximately $46,000. Two of the companies reported
the recent filing of bankruptcy proceedings.

Officers of 55 of these companies indicated a willingness to avail themselves
of the facilities of a Federal credit agency for small business if same were
created, while 48 companies reported the immediate need for either additional

working or equity capital or both.
Of these 48 companies, practically all considered themselves able to pledge

or collateralize various of their assets.

37 of these 48 companies had been refused bank credit for various reasons

within the past few years, while 14 have been granted aid. 7 have been
refused R. F. C. or Federal Reserve Bank loans, while 2 have been aided
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by the R. F. C. 20 of the 37 companies are presently borrowing from finance
or loan companies, each paying from 13 percent to as much as 24 percent
per annum in interest charges with the consequent tying up of assets.
The 48 companies are in need of a total of $586,000 for working capital

for a period of from 3 to 9 months and $775,200 for equity capital for a
period of from 3 to 10 years. Witli this aid officers of these companies esti-
mate that approximately 1,080 new employees could be hired, or 1 person
for approximately every $1,300 in new money obtained.
On the basis of the above, each working-capital loan need averages $12,200

while each equity-capital loan need averages $16,100. Thus the average
combined working-and equity-capital loan amounts to $14,150.
The 48 companies estimate that an operating economy of from 2 to 5

percent could be effected if additional equity capital were made available,
while an operating or debt cost savings of from 4 to 15 percent could be
effected if additional working capital were secured.
From the latest financial data available on 47 of these 48 concerns there

is shown a combined total of $244,232 of cash, $758,168 of receivables,
$923,623 of payables, and $471,992 of loans, which includes one loan obtained
from the R. F. C. amounting to $250,000.

Wm. S. Whitehead,
Lloyd C. Mathers,
Ernest Jerome Hopkins.

May 23, 1939.

"Exhibit No. 639" appears in Hearings, Part VIII, appendix, p. 3475

"Exhibit No. 640" appears in text facing p. 3992

SUPPLEMENTAL DATA

(Begins on following page)

124491—40—pt. 9 41
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The following letters are printed at this point in connection with

the testimony of Mr. Alfred P. Sloan. See text, p. 3668.

General Motors Corporation

Broadway at 57th Street

new york, n. y.

June 14, 1939.

Dr. ISADOR LUBIN,
Commissioner of Labor Statistics, Bureau of Labor Statistics,

United States Department of Labor, Washington, D. C.

Dear Dr. Lubin: In conformance with our letter of May 23, 1939, we are

tabulating below the amount invested by General Motors Corporation in real

estate, plants and equipment which is employed in the automotive portion of

its business:

Real estate, plants and equipment

December 31

1938
1937
1936
1935
19.34

1933
1932
1931

1930
1929
1928
1927

Total 1

$758, 830, 738

747. 817, 794
690, 190, 826
592, 150, 300
553, 947, 449
512,703,982
499, 982, 231

604, 100, 810

614, 030, 329
609, 880, 375
542, 987. 155

480, 473. 509

Automotive

$695,

686,

640,

546,

511,

473,

463,

562,

572,

572,

516,

454,

258, 343
353, 574
907, 279
549, 736
849, 345
207, 935
961, 732
201,987
417,401
216. 265
2,53. 617
534, 753

1 Per the balance sheet submitted to the Temporary National Economic Committee for the hearing of

May 18, 1939.

We trust that the above information will meet your requirements.

Sincerely yours,
(Signed) Albert Bradley,

AB:MQ Vice President.

General Motors Corporation

Broadway at 57th Street

new york, n. y.

May 23, 1939.

Dr. ISADOR LuBIN,
Commissioner of Labor Statistics, Bureau of Labor Statistics,

United States Department of Labor, Washington, D. C.

Dear Dr. Lubin: At the May 18, 1939, hearings of the Temporary National
Economic Committee you asked Mr. Sloan to supply yearly figures from 1927
showing General Motors Corporation investment in real estate, plant and equip-

ment which is employed in the automotive portion of its business. Our records

indicate that the data which you request are not readily available and will require

some time to gather from the several sources. Everj^ effort is being made to obtain

this data for you as quickly as possible.

We wish to point out that certain of our accessory plants sell their products

not only to automotive concerns (General Motors Car Divisions and outside con-

cerns) for original equipment but also to jobbers, dealers, etc. for ultimate sale to

the public as replacement parts. For example, the AC Spark Plug Division of

General Motors Corporation sells spark plugs to our own car divisions, to outside

automotive companies, and to jobbers, etc. Similarly, in the case of New Depar-
ture, ball bearings for automobiles are sold to our divisions and to outside motor
companies. New Departure also sells ball bearings for nonautomotive purposes.

Our records are not kept so that we can readily obtain an allocation of the plant

employed for these various purposes, but we will attempt to exclude the non-
automotive investment on the basis of relative cost of manufacture. The amounts
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involved for the divisions concerned are not a large percentage of the total, but
we wish to check with you to see that the exclusion of nonautomotive plant will

meet your requirements.
Sincerely yours,

(Signed) Albert Bradley,
T7ce President.

Tlie following tables and charts are included herewith in connection
with the testimonj^ of Mr. Henry S. Dennison on May 22, 1930.

Seotext. p.3781 et seq.

IChari based on following statistical data appears on p. 4141]

Pvblic con sirvdion, 1920-1938—Federal and Non-Federal—Part of Work Relief
construction included

[Millions of dollars]

Year

1920
1921.

1922
1923
1924
1925
1926,

1927
1928
1929,

Public 1

536
753
786
645
904
142
138
395
499

458

Federal 2

397
306
223
231

217
193

196

232
271

Non-Fed-
eral'

1.068
1,356
1. 480
1,422
1.673
1,925
1.945
2,199
2,267
2,187

Year

1930
1931

1932
1933
1934
1935
1936
1937
19.38

Public '

2,827
2,615
1,881
1,346
1,804
1,851

2,671
2,524
2,003

Federal

'

357
460
499
606
978

1,106
1,858
1,632
1,883

Non-Fed-
eraP

2,470
2, 155
1.382

740
826
746
813
892

1.020

' See footnote 1 of table entitled "Public Construction and Maintenance in the United States, 1920-1938."
2 Depairtmeat of Commerce, ibid., includes one-half of work relief construction, and construction of naval

vessels, see Table A: also includes Fecieral aid -uid Federal Emergency Administration of Public Works'
grants.

3 Department of Commerce— ibid., and Surrey of Cuirent Businesi. ibid.

[Chart based on following statistical data appears on p. 4142]

Public construction and maintenance, 1920-1938—Federal and Non-Federal—Part

of Work Belief construction included

[Millions of dollars]

Year
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Work relief construction and maintenance, 1933-1938

[Millions of dollars]

EXPENDITURES BY AGENCIES

4143

Year
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FUNDS AVAILABLE AND THE
DISPOSAL OF SUCH FUNDS

BY THE FEDERAL GOVERNMENT
TOTAL 1931-1938

IWPfWai SY THE NAIIOHH. »ES0U««3 COMMinEf
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tOhart based on following statistical data appears on p. 4144]

Funds available and disposal of such funds by the Federal Government, 1931-19S8

(Millions of dollars)

FUNDS AVAILABLE
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Expenditures for construction and maintenance of naval vessels in the United States
1920-1938

[Millions of dollars]

Year
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INCREASE IN FEDERAL DEBT AND
IN VALUE OF SELECTED

FEDERAL PROPERTIES 1931-1938

PdEPAREO BY THf NATIONAL RESOURCES COMMITTEt
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INCREASE IN PUBLIC DEBT AND IN

GOVERNMENT ASSETS

DOLLARS
BILLIONS
30

25

20

15

10

TOTAL 1931-1938
DOLLARS
BILLIONS

30

PUBLIC DEBT GOVERNMENT ASSETS

25

20

15

lO

tKPUSD BY IHC NATIOIWl WSCURMS COMIKITTn
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[Chart based ou following statistical data appears on p. 4148]

4149

Increase in public debt and m Government assets (Federal, State, and local), calendar

years 1931-1938

[Millions of dollars]
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WAR AGAINST GERMANY
RECEIPT AND DISPOSAL OF FEDERAL FUNDS

oo.u>.s
TOTAL - FISCAL YEARS - 1917-192!

„„,,„,
BILLIONS BILLIONS

PdtPAREO BY THE NATIONAL RESOURCES COMMinEE
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The following table and chart are included at this point in connection

with testimony on page 3857.

[Chart based on following statistical data appears on p. 4150]

Receipts and expenditures of Federal funds, fiscal years 1917-1921

[Millions of dollars]

Jiscal year

1917
1918.
1919.-
1920
1921 - -

Total 1917-21

Total
re-

ceipts

2,875
12,933
18,390
5,511
5,303

45,012

Total
ordinary
receipts i

1,124
3,665
5,152
6,695
3,625

22, 261

Net
annual
increase
in gross
debt'

1,751
9,268

13, 238
-1,184
-322

22, 751

Total
expendi-
tures

plus in-

crease in

general
fund

balance

2, 862
13, 262

18,062
5,537
5,289

45,012

Annual
change in

general
fund

balance
of U. S.

Treas-
ury 1

565
-459

Total
expend-
itures

1,978
12, 697

18, 521

6,403
5,116

44,715

Expendi-
tures

charge-
able to
the war 2

36, 239

Running
expenses
of the
Federal
Govern-
ment 3

8,476

Assets held June 30, 1921, as a result of war expenditures 1

Value of

Description of assets: °**tVn
Federal control of transportation systems 1 lU

U. S. Shipping Board 280

War Finance Corporation
^^^

Surplus war supplies and surplus property 294

Due from German Government account of army of occupation 158

IVliscellaneous assets 128

Total, excluding foreign obligations h 535

Foreign obligations '» 4'

"

Total assets 9. 005

Summary statement of war cost, 1917-1921 '

Total gross expenditures 40, 022

Cash receipts ^' 1°^
Total assets * 'd,Wb

Net war cost 27, 234

1 Annual Reports of the Secretary of the Treasury.
2 Annual Report of the Secretary of the Treasury, 1929, page 527.

' Total expenditures minus expenditures chargeable to the War.
* Only a small part of the value of these assets wa^ recovered in subsequent years.
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Altman, Dr. Oscar L., testimony 3669-3703

American Appraisal Co 3676,3678-
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Capital funds, sources of 3694

Outlook for expansion requiring new outside capital 3665
Expenditures on plant and equipment 3658, 3659, 3661, 3662
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Installment sales 3657
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Price reductions since 1913 3653, 3654
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Relation to prosperity of 1920's 3513

See also General Motors Corporation.

Aviation industry. See United Aircraft Corporation.

Baby bonds (United States savings bonds) 3727, 3739
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Concentration of assets 3761-376

J

Decline in commercial loans 3747-3751

Demand deposits, investment of, questioned 3721

Excess reserves 3711, 3724

High interest rates as a deterrent to investment 3819-3822

Lending policj'^ 3822, 3888,
3889, 3894^3896, 3977, 3978

Proper function of, discussed 3714-3717
Restrictions on investment 3792-3808

Savings accounts, growth of 3728, 3736, 3737, 3739
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Growth in assets 3728,3737,3759
Barriger, John W., Ill, testimonv 3561-3576
Berle, Adolf A., Jr., testimonv 3809-3835
Boeing Airplane Co 3637, 3646.

Boulder Dam 3548,354^
Brookings Institution 3616
Brown, Donald 3635, 3636
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Business cvcle, relation to 3554, 3842, 3845

Denmark-"- 3846
Double budget 3824, 3839, 3846, 3852, 3853
Relation to tax policy 3841-3846

Sweden .---. 3847,3848
Building and loan associations, growth of assets 3728, 3737, 3739

Bureau of Internal Revenue 3674

Business confidence 3545, 3617, 3618, 3629, 3630-

Business failures in United States 3873, 3875, 3880'-
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3689, 3692
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Defined . ..-' 3500,3510
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See also capital goods expenditures.
s

124491—40—pt. 9 43 '-
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Eff'ect on private construction . 3788
Types of projects undertaken 3781, 3782
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Capital gains tax in 3619, 3621, 3622
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Hansen, Alvin H 3495-3518, 3538-3559, 3837-3859
Hellver, Thomas W., testimony 3899-3902
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Hicks, T. M. B., testimony 3945-3965
Hicks, Ursula 3556
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1

Home Owners Loan Corporation 3848
Hopkins, Ernest J., testimony . 3890-3899, 3974-3983
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Assets, amount and concentration of 3729, 3736, 3751-3754
Income affected by decline in interest rates 3754, 3755
Income of, related to national income 3741-3747
Individual savings invested in 3727
Restrictions on investments 3792-3808
Recent growth of 3736, 3737

Internal financing, defined 3671
See also Capital funds, depreciation, and individual industries.

Interstate Commerce Commission 3562, 3572, 3575
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Linton, M. A '3741-3747
Manuel, Ralph W., testimony 3706-3725
Manufacturing and mining industries, expenditures for plant and equip-

ment, 1921-38 3525, 3530
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Mathers, Lloyd C 3973
Mead, George 3635, 3636
Money, its function in the distributing process 3707-3709
Moody's Investment Service 3688
Mortgages, total United States 3729
Moulton, Harold G 3813, 3814
National Bureau of Economic Research 3498, 3539, 3676
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Defined 3500
Effect of hoarding on 3539-3543
Government spending, relation to 3546-3553, 3786, 3787, 3788
Relation of capital-goods expenditures to changes in 3498-3503,

3542-3543, 3549
National Industrial Conference Board 3939
Nehemkis, Peter R., Jr., special counsel, remarks 3494,

3495, 3520, 3633, 3706, 3791, 3872
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pose of hearings 3493.3494,3518,3519,3520,3705
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Perkins, Hon. Milo, testimony 3859-3868
Pigou, A. C 3555
Planning of public works discussed 378 1-3786
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Replacement of, by business enterprises, 1923-38 3511, 3539, 3671-3674
Prices of capital equipment 3675-3678
Expenditures for. See Capital goods expenditures.

Population, increases in, effect on capital goods expenditures 3504-3506
Postal Savings, growth 3727, 3739
Pratt & Whitney Aircraft Co 3634-3636
Private placement of securities 3815, 3817, 3818
Production, industrial, index of, 1921-38 3530
Profit motive, discussed 3668
Profits, business enterprises. United States amount of (1923-37) 3681-3683
Prosperity, causes of in 1920's 3512, 3513
Public debt:

Origin of 3840-3841
France 3841
Sweden 3841
United States 3529, 3729, 3856-3858

Pubhc Domain, United States 3992
Public utilities:

Amount of bonds outstanding 3729
Expenditures for plant and equipment, 1921-38 3525
Financing of operating companies by holding companies 3603, 3609-3611
Growth of, discussed bv Owen D. Young 3609-3614

Public Works Administration 3528, 3529
"Pump priming." {See Government expenditures, public works.)

Quackenbush, S. V. P., testimony 3902-3909
Radio Corporation of America, court decision compelling distribution of

stock 3614
Railroads, United States 3561-3576

Abandoned, write-off of 3564
Bonds, amount outstanding 3729
Capital funds:

Sources, 1921-37 3562-3576
Expenditures 3563, 3568, 3569, 3574

Class I, defined 3573
Depreciation, amounts charged as, 1921-37 3563-3565
Expenditures for plant and equipment, 1921-38 3525, 3531-3533
Maintenance expenses, accounting 3571-3573
Rehabilitation of, discussed 3854
Retirements, amount of, 1921-37 3564,3565
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Railroads, United States—Continued. f^^«
Undistributed profits, amount, 1921-37. _ . -.- 3565, 356b

Total valuation of, by Interstate Commerce Commission 3572, 3575

Real property, individual savings invested in 3732, 3733

Rentschler, Fredericlv B., testimony
ofioo qvoo

Researcli, tax deductions allowed for o^^J, <5
'
UU

Roosevelt, President Franklin D.:
_ ., oeio

Letter to the chairman, May 16, 1939, concerning purpose of hearings.. 3518,
3519

Message to Congress, April 1938, quoted 3493

Royal Economic Society '^^^^

Savings: „_.

.

Compulsory investment of, discussed --._-__-^cW^i2^^

Defined '3518,3522

Effect of hoarding on national income 3539-3543,3740

Relation to investment, discussed ^^'^^~'^^^'^' q^^r;^ESf
Savings by individuals qIo^qIqo

Outlets for 3524-3538

Offsets to. {See income-producing expenditures.)

Relation to national income ^S"^- ^^^^

Savings by business enterprises:

Defined ^"'^

A^s source' of capitalTunds 3679-3684, 3689, 3692

Savings and loan associations. See building and ioan associations.

Savings institutions:
, , j • Q7oe_Q7ci

Amount of individual savings accumulated in 6/z^6iai

Concentration of assets onol'^jl^ HynAjvt
Historv and growth of 3734-3747, 3770-3773

Scientific Oil Compounding Co ooAo qooq
Scranton Chamber of Commerce ooVn qcVo
Security issues in United States, 1920-30 ^^ ^?qoq
Simmons Co., The o?l(\JtccQ
Sloan, Alfred P., Jr., testimony qq7i fnn^
Small business n:::: Ifsl-S

Capi^afneedsV;;/.V:::r 3628," 3629, 3855, 3856, 3884, 3911, 3948-3951, 3975

Defined ^^^^

Detroit area survey qqqo qqqq
Fall River, (Mass.) area survey '^*^"~^^;^

Number of small enterprises in United States ^8 /d

Reemplovment possibilities - - ^^^t
Research, need for qqtILqqrq
Seattle area survey ^^'Jl ^;!^^
Scranton area ^^"^"^^I^S
Size in relation to business survival

QQ9Q_QQlq
Tennessee Valley area ^;{^^ %n2
Wyoming Vallev (Pa.) area 394.3-3965

^"^^^t^Zt^""'"^'!"-^^^^^ 3888, 3889, 3894-3896, 3977, 3978

Community ind'ustrial development fund 3946 3948

Credit from suppliers onnn QonV
Customers 3993L4OO >

Knce-companieV;/-::::::::"3885,-388^^^
Government-insured loans, discussed 3825, 3828, 3886-3889, 3956-3958

Reconstruction Finance Corporation 3918, 6yzz, dyo?

Security issues ^^"^' ^;^'
Social-security funds. United States, growth of ^'^^

Soil conservation qoo-"qqqi qqqq ^q" •

South, economic problems of the ;
392o-3931, ^9^^-^^ --

Stamp plan, for distribution of surplus commodities ^»t)^ ^»og

Stamp, Sir Josiah ^^^^'
^^^f

Steel industrv, capital funds, sources of '^"'^^

See also United States Steel Corporation.

Stettinius, Edward R., Jr., testimony 3570-3598, d/uo

Street Railway & Illuminating Properties ^""^

Sweden, budget policy
] I 3993-4005

Talcott, James, Inc
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Social Security taxes discussed 3543, 3544
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. 3618, 3619, 3621
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Effect on capital goods expenditures 3662-3664, 3678, 3679
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Effect on depreciation policy 3662, 3663, 3675, 3678, 3679

Technological unemployment, discussed 3626, 3627, 3642, 3705, 3706
Tennessee Valley Authority 3923, 3935-3938
Terborgh, George A 3671
Thomson-Houston Electric Co 3600-3603
Thrift, spirit of in United States 3741-3747
Treasury Department, Statistics of Income 3674
Trinklein, Edwin J., testimony 3916-3922
Trustees:

Funds entrusted to 3729, 3730, 3766, 3767
Inadequate public reporting by 3730, 3732

United Aircraft Corporation 3634-3650
Capital funds, sources of 3635-3645
Expansion outlook 3642
History 3634-3637
Expenditures for plant and equipment 3637-3639
Securities issued 3636-3637, 3641
Sales 3636-3637

United Aircraft & Transport Corporation 3636-3638
United Electric Securities Co 3603, 3604, 3612
United States Housing Authority 3849-3851
Unemployment insurance 3843, 3844
United States savings bonds 3727, 3739
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